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H.R 3298, THE NATIONAL PROPERTY 
REmSURANCE ACT OF 1993 



THURSDAY, MAY 19, 1994 

House of Representatives, 

Subcommittee on Consumer Credit and Insurance, 
Committee on Banking, Finance and Urban Affairs, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 10:05 a.m., in room 
2220, Raybum House Office Building, Hon. Maxine Waters [chair- 
man pro tempore of the subcommittee] presiding. 

Present: Chairman [pro tern] Waters, Representatives Gutierrez, 
Roybal-Allard, Barrett, Velazquez, KnoIIenberg, and Sanders. 

Ms. Waters. The Consumer Credit and Insurance Subcommittee 
will come to order. 

Today, we are without the chairperson of this subcommittee. 
Congressman Kennedy cannot be here. There is illness in the fam- 
ily, and he had to be with his family today. So we are going to pro- 
ceed with this hearing, and I am going to substitute for Mr. Ken- 
nedy and chair this sd[)committee. 

With that, I would like to ask members for opening statements. 

Mr. KnoIIenberg, do you have an opening statement? 

Mr. Knollenberg. I do. Thank you. I have a brief opening state- 
ment. 

I want to thank the Chair, and I want to also thank the wit- 
nesses in advance who have taken the time to come before this sub- 
committee. I am looking forward to your testimony. 

In my view, there are several points relating to the reinsurance 
market that need to be addressed before we can call the hearing 
a success. Number one, we must determine whether we are dealing 
with the wholesale failure of the reinsurance market or just prob- 
lems with the cost of reinsurance in a high-risk neighborhood or in 
high-risk neighborhoods. 

Second, what do the facts surrounding this issue tell us? Have 
a lot of companies been denied reinsurance because of their pres- 
ence in underserved areas or just a few more, perhaps none at all? 
What are the lessons to be learned from the Federal Government's 
prior involvement in this matter? Why was the old Federal Riot In- 
surance Program shut down? Was it actuarially sound? Did it meet 
the needs for which it was created? 

I hope all of you will keep these areas focused as we move along. 
Thank you. 

Ms. Waters. Congressman Gutierrez. 

(1) 
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Mr. Gutierrez. I would like to thank Mr. Kennedy for having 
this hearing today and, of course, conenratulate you on the piece of 
legislation uiat we are about to embark upon. 

Yesterday, I mentioned this hearing to an individual firom Chi- 
cap^o. This individual's reaction was very positive. She stated that 
this is the type of assistance the city of Chicago needs. 

There are so many areas of my city that nave been abandoned 
by business, and not always unjustifiably. We see it all the time. 
When the more moderate-income individuals move out of a neigh- 
borhood the next thing to go are the shops and small business, 
businesses that are critical to viability and growth of an area. 
What we have left are vacant buildings with CTaffiti and broken 
windows, which only further contributes to the decline of the 
neighborhood. 

I believe your bill could help rejuvenate these areas, drawing 
business back in and, in turn, helping our neighborhoods by provid- 
ing jobs, services, and by providing the building blocks necessary 
for a sound community. 

I look forward to hearing more about the program, and thank 
ou, the chairman, for chairing the meeting and for introducing the 
egislation. 

I had to change this opening statement a bit. 

Ms. Waters. Thank you. 

Congressman Sanders. 

Mr. Sanders. Thank you very much, Madam Chairman. 

I want to thank you and Chairman Kennedy for holding this im- 
portant hearing. Your interest in abolishing redlining of the insur- 
ance industry has produced laudatory results, and we are making 
progress on this important issue. 

If adopted, Ms. Waters' legislation would provide a solid founda- 
tion upon which to build protections against redlining. Ms. Waters' 
bill, the National Property Reinsurance Act, complements Mr. Ken- 
nedy's commendable efforts by diluting the bit of risk that impover- 
ished areas pose to insurers. It promotes the availability and af- 
fordability of property insurance in currently redlined areas 
through a reinsurance program oflFered by the Federal Insurance 
Administrator. 

The wealthy and the upper middle classes can deposit their earn- 
ings in bank accoimts insured by the FDIC. Unlike the wealthy, 
the lower and lower-middle classes cannot safeguard their earn- 
ings, and often their livelihoods are tied up in the equity of their 
homes and other property. We should offer them the same protec- 
tions we are offering those people who have money. 

Ms. Waters' bill provides these safeguards by offering insurance 
companies a risk-sharinff pool similar to that offered the banks by 
the FDIC. I look forward to working with you and congratulate you 
on your efforts. 

Ms. Waters. Thank you very much. Congressman Sanders. 

We have also been joined by Congresswoman Lucille Roybal- 
AUard. Please, if you have an opening statement? 

Ms. Roybal-Allard. Thank you very much. 

Even in the absence of the chairman I would like to thank him 
for conducting this hearing on Congresswoman Waters' H.R. 3298 
to establish a reinsurance program to make affordable residential 
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and commercial insurance available in low-income communities. 
The leadership which has been demonstrated by this subcommittee 
in highlighting this issue is to be commended. 

I share Congresswoman Waters' concerns about the availability 
of insurance coverage in communities such as those she and I rep- 
resent. I believe that her proposal to provide voluntary market- 
based incentives for insurance companies to actively underwrite 
policies in low-income communities through a reinsurance program 
deserves our careful consideration and support. 

In prior hearings, we have examined tiie issue of redlining and 
how those practices negatively impact low-income communities, 
and I can personally attest to the need for the Federal Government 
to assume a central role in promoting opportunities for these com- 
munities to obtain insurance coverage for home purchases and the 
establishment of a strong commercial base. 

Economic recovery and community revitalization are directly tied 
to the availability of adequate insurance coverage. Representatives 
of insurance companies have personally informed me that redlining 
is a pervasive problem, that the residents of low-income commu- 
nities are required to pay premiums that bear no relationship to 
claim rates or actual loss risk to the companies. 

Homeowners in affluent communities such as Malibu, California, 
often pay lower premiums than families in low-income commu- 
nities. This practice occurs even though the likelihood of loss of 
those more expensive homes is greater than in a low-income 
neighborhood. 

Congresswoman Waters is to be commended for her willingness 
to not simply reiterate the issues affecting the availability of insur- 
ance coverage but to moving forward and providing an innovative, 
workable solution to the problem. I look forward to working with 
her and other members of the subcommittee as we deal with this 
very critical problem. 

Ms. Waters. Congresswoman Velazquez. 

Ms. Velazquez. Thank you, Ms. Waters. 

I want to thank Chairman Kennedy for his continued focus on 
the critical issue which is the subject of this hearing today. 

A special welcome and congratulations to our first witness today, 
my friend and colleague, Congresswoman Waters. 

By introducing H.R. 3298, Congresswoman Waters has again 
proved herself to be a tireless champion for low-income and minor- 
ity commxmities throughout the Nation. The poverty that charac- 
terizes these commimities has many causes. Among them is the im- 
availability of insurance, which has been a persistent obstacle to 
entrepreneurial initiatives and economic revitalization. H.R. 3298 
is a sensible, business-oriented response to the unavailability of in- 
surance which should command support from both sides of the 
aisle. 

As I believe Congresswoman Waters herself recognizes, the Na- 
tional Property Reinsurance Act should not be Congress' only an- 
swer to insurance redlining. Nevertheless, it is a very important 
component of what I hope will be an effective and successful cam- 
paign against the current two-tiered system of property insurance. 
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Again, I congratulate Congresswoman Waters and look forward 
to her testimony and the views and recommendations of our other 
witnesses today. Thank you. 

Ms. Waters. Thank you veiy much. 

As you know, I was scheduled to really comprise the first panel 
presenting testimony, and because Con^pressman Kennedy could 
not be here I am chairing this subcommittee. But I would like to 
take a moment to thank him for allowing me to bring this issue 
before this subcommittee and thus before our committee. 

I would also like to thank the chairman in his absence for being 
willing to take on the hard issues, the kinds of issues that do not 
readily get discussed in Congress because Members just do not 
want to deal with the complication of them. Insurance is not easily 
understood. 

I know Mr. KnoUenberg is one of those who understands it 
maybe a little better than most because of his past involvement 
with it, having served in one of the capacities of the insurance in- 
dustry in the past. However, again, I just want to say to and about 
the chairman in his absence tnat I am very pleased that we are 
opening up some of these issues in new and different ways. With 
that, this subcommittee has charted a new course in policymaking. 

Under the leadership of our chairman, the Consumer Credit and 
Insurance Subcommittee has taken a hard look at many problems 
of low-income America that have traditionally scared legislators. 
Insurance redlining and availability is one of*^ those tougn issues, 
and that is the subject of my legislation. 

Insurance is a primary builmng block for economic development 
in this country. Without affordable insurance, private sector devel- 
opment is impossible. In my district of Los Angeles, which includes 
parts of south central Los Angeles, businesses — especially small 
businesses — ^face enormous obstacles in obtaining insurance. We 
know that many insurance companies, for a variety of reasons, 
avoid low-income and minority neighborhoods. This practice eco- 
nomically cripples many American commimities. 

For example, the California insurance commissioner recently 
charged a San Francisco company with 252 violations of the State's 
insurance code after he was presented with sworn affidavits by sev- 
eral company employees who presented company maps with lines 
around certain low-income and minority neighborhoods. The com- 
pany subsequently agreed to pay a $400,000 fine and undergo re- 
forms designed to increase its market share in underserved areas. 
The California insurance commissioner has proven legally what 
many low-income communities dwellers have known by experience 
for years. 

There are other, more benign, demographic and insurance indus- 
try trends which contribute to a lack of affordable insurance. 

I have written legislation designed to induce insurance compa- 
nies to do business in underserved areas. Let me underscore tliis 
point. H.R. 3298 is an incentive-based, business-oriented approach 
to the problem of insurance affordability. I think this legislation 
should appeal to all members of this subcommittee. 

The bill we are discussing today does not force companies to in- 
sure in areas they may find risky — does not. It attempts to reduce 
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that perceived risk by allowing companies to sell a portion of that 
risk to the government. 

I believe my legislation very much complements the efforts of 
this and others in the area of insurance reform. H.R. 3298 is a pro- 
grammatic response to the crisis we see in so many communities. 
My bill is not meant to compete with the other congressional initia- 
tives. It would supplement them. 

H.R. 3298 embodies a concept which could make an immediate 
difference in our most economically depressed areas. It is based on 
previous Federal efforts to increase the availabilitsr of insurance. 
Thus, the FIA has experience with what I am proposing. 

These are the central elements of my bill: 

The Federal Insurance Administrator. In consultation with State 
insurance authorities and community groups, would designate 
areas in each State in which property insurance coverage is not 
available or affordable for residences or business — ^not just inner 
city, not just urban areas, not just suburban areas but in any parts 
of a State where it needs to be designated. And this, certainly, does 
include poor, rural communities who find themselves without the 
ability to Ret insurance. 

The Federal Insurance Administrator would then determine, l^ 
regulation, the terms, rates, and appropriate coverage for reinsur- 
ance agreements available to pools and companies which operate in 
these narrowly defined areas. Is it open ended? Can it do anything? 
That is not so. 

The Federal Insurance Administrator would determine, again by 
regulation, the rates and appropriate coverage for reinsurance, 
which means that it could be limited, it could be narrowed, it could 
be defined in ways that are economically feasible. 

The FIA would also determine an amount of coverage above 
which the insurer or pool would resume responsibility for coverage. 
Therefore, the Federal Government's liabiHty would be strictly 
limited. 

Companies and insurance pools serving such areas would be eli- 
gible to enter into agreement with the Federal Insurance Adminis- 
trator to share or spread a portion of their risk. 

The FIA would maintain a revolving fund comprised of the rein- 
surance premiums paid by the primary insurers. The fund would 
be the source of payment for the catastrophic coverage which mig^t 
be required in accordance with the reinsurance agreements, 
spreading the risks in the most profound way. 

Insurance companies would then establish primary insurance 
rates within tiie designated areas, which reflect the risk reduction 
from the reinsurance coverage in the private voluntary market- 
place. 

This program leaves discretion to the Federal Insurance Admin- 
istrator to implement through regulation many of the details that 
would be necessary to run a smooth and efficient projgram. We 
believe this flexibiuty would expedite the process and leaves the 
proper level of control with those who will operate the program. 

I believe there are two primary reasons insurance coverage is as 
scarce in many low-income communities. First, there is a rational 
need to insure certain kinds of property at higher rates due to 
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physical deterioration, concerns over health and safety codes, and 
dinerences in the risk of property damage in specific areas. 

However, there is another, less rational basis for prohibitively 
high insurance rates, and that is fear. There is a fear of certain 
areas of our cities, particularly inner cities and very poor rural 
communities, a fear of working in low-income areas and a fear of 
the unknown. 

In manjr cases, this fear is not based on a rational understanding 
of the business climate that exists within communities. Rates often 
do not reflect the actual risk or ^tential loss of many communities. 

We have discovered this workmg with banks and financing insti- 
tutions that redline that there were many people living within 
these communities who have substantial income, who have long 
work histories, who have lived in the community for long periodi 
of time, and tney are very stable citizens and residents. And be- 
cause these institutions redline they miss the opportunity to do 
business with veiy substantial potential clients. 

So we know by experience and because of CRA and other things 
we have done banks are finally waking up and discovering that 
th^ can indeed do some of that Dusiness. 

To illustrate what I mean again, the Missouri insurance commis- 
sioner recently foimd that insurers were charmng policyholders in 
low-income minority areas higher premiums uian the^ did policy- 
holders in low-income white areas mr comparable policies. This was 
true even though the losses were higher m the white community. 
Residents in the minority areas were paying premiums IV^ times 
those in the white areas for inferior policies, while the loss ratios 
were 72 percent in the white areas comparea to 57 percent in the 
minority areas. 

Why do we have to do this kind of legislation? Why are we now 
bringing it forward? Take a look at the change of this subcommit- 
tee. Take a look at the commimities we represent. If we allowed 
these kinds of practices to continue while we have been elected to 
serve these commimities we wouldn't be worth our salt. 

We now have the opportunity to bring new information and a 
new kind of representation to Congress. While others may not have 
known about this, while others may not have seen the need to talk 
about this, it is a new day, and this subcommittee reflects the kind 
of diversity people are gpine^ to have to deal with. 

We can't allow those kinas of statistics and that kind of informa- 
tion to be documented and we not stand up and say let's look at 
this. Let's change it. 

I would like to conclude by reading 

Well, before I do that, one of the benefits of legislation like H.R. 
3298 would be to induce insurance companies into areas they have 
avoided and expose them to the right business community. In the 
long run, we will reduce the fear of many companies, and, ulti- 
mately, rates will come down when companies perceive risk. 

[The prepared statement of Ms. Waters can be found in the 
appendix.] 

I would like to conclude by reading testimony firom a prominent 
insurer in my community. 

Crusader Co., is one of the very few companies to insure in south 
central Los Angeles— in fact, one of the few to insure and serve 
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inner-dty areas in California. We learned a lot about Crusader in- 
surance following the civil unrest in Los Anseles. And it was made 
known by the press that Crusader had indeed been in the inner 
city, and because they were the only ones or one of the very few, 
they assumed a lot more risk than others. 

Mr. Cary Cheldin, Crusader's executive vice president, was in- 
vited to testify today. He was unable to attend but submitted the 
following statement, which I agreed to present to the subcommit- 
tee. 

He would have said: My name is Cary Cheldin. I have, person- 
ally, managed Crusader^s underwriting for each of the past 7 years. 

Our company provides more insurance service to inner-city mer- 
chants than does any other company in the world, relative to size. 
The vast m^ority of California s inner-city agents, brokers, and 
merchants will confirm that we have been an equallv active mem- 
ber and supporter of inner-city commerce since the day we started 
business 9 years ago. 

Our underwriting support of inner-city risks had always been 
profitable — that is until the 1992 civil unrest. As a result of our 
inner-city support, we sustained losses which threatened our finan- 
cial survival and depleted more than one-half of our total assets. 

Although we are still committed to helping our current and fu- 
ture customers in these underserved areas, we are also bound by 
economic constraints and by a duty to protect and serve our policy- 
holders and our pubUc ownership. 

G^ierally, the purpose of insurance is to spread the risk of loss 
so that any one loss will not disrupt our individual or collective 
economy. Before 1992, Crusader effectively spread the risk through 
the purchase of reinsurance. However, the 1992 disturbances were 
the most costly in our Nation's history and were the largest in 
terms of both geographic extent and financial impact. As a result, 
the required amount of reinsurance for our same inner-city prop- 
erty risk had increased fivefold. 

It is impossible for us to spread so much more risk. Therefore, 
we see only two, equally unattractive, alternatives: One, drastically 
reduce the number of^ our inner-city customers or impose huge 
rates increases on our inner-city customers. 

Our inner-city customers have few other choices. Recoepiizinji; 
that these customers have historically been underserved by the pri- 
vate sector insurance industry, most State laws provide them some 
form of FAIR plan assistance. However, realistic support and im- 

Srovement of inner-citv commerce can only be achieved with a 
iverse. voluntary marketplace; that is, a marketplace from which 
affordable property insurance can be purchased. 

These facts were recognized by Cfongress at one time in 1968 
with the establishment of the National Insurance Development 
Plan. H.R. 3298 would restore important aspects of that plan and 
provide tiie mechanism of financial incentive needed to develop and 
maintain a diverse, voluntary marketplace from which inner-city 
customers and others throughout the State could buy affordable 
property insurance. 

Without such legislative assistance, I believe that Crusader, like 
many other businesses, will be forced out of the inner city and 
other areas that we serve that have been traditionally underserved. 
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areas that we have found to be otherwise attractive. With such leg- 
islation and the affordable reinsurance it offers, we will be able to 
expand our operations in inner cities and other underserved areas, 
as will many other insurers. 

I regret to report that many, mostly large, insurance companies 
have not and will not support this kind of legislation. I can only 
surmise that such disregard reflects either equal disregard for the 
welfare of certain of our communities or reflects fear that their 
smaller competitors, such as Crusader, will be successful. 

My company and a few other small companies, which still em- 
body the American entrepreneurial spirit, have underwritten inner- 
city risks for many years and at greater levels of support than have 
been provided by many large insurers. This legislation would en- 
courage those smaller companies to continue their inner-city sup- 
port to these kinds of areas. 

Furthermore, by assuring access to secure and affordable insur- 
ance, H.R. 3298 will eliminate the only logical reason for any in- 
surer to avoid underwriting commercial property risks in inner 
cities. Thank you. Signed by Gary Cheldin. 

[The prepared statement of Mr. Cheldin can be found in the 
appendix.] 

Ms. Waters. With that, before we can ask our second panel to 
come forward we also have Congressman Barrett from Wisconsin 
who just joined us who also has experience with the insurance is- 
sues. While the panel is coming forward I would like to ask the 
Congressman to please join us with an opening statement prior to 
their testimony. 

Mr. Barrett. Thank you. 

I prepared a statement that I will submit for the record, but I 
want to commend you for the leadership you have shown on this 
issue. This is an issue near and dear to my heart. I have seen the 
effects of insurance practices on central city residents in terms of 
business insurance, homeowners insurance, and automobile insur- 
ance. I did a study that showed where automobile rates for an area 
literally across the street from each other could vary by as much 
as 90 percent depending on whether you live in the suburbs or the 
city. 

I applaud your leadership on this issue. 

[The prepared statement of Mr. Barrett can be found in the 
appendix.] 

Ms. Waters. I thank you. 

I am one of those inner-city residents in Los Angeles on auto- 
mobile insurance. I pay $2,000 a year to insure a car, and in Wash- 
ington the same car insures for about $400. So I know what you 
are talking about. 

I am going to depend on you to help me to xmderstand and work 
on this issue because I think we can empower commimities that 
want desperately to be revitalized and to be economically empow- 
ered by making sure that we do everything that we can to provide 
them tiie opportunity for insurance. 

Thank you very much. 

Our panel is now present 
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With that, I would like to welcome Elaine McReynolds, our new 
Federal Insurance Administrator, and thank her for being with us 
today. Please proceed with your testimony. 

STATEMENT OF ELAME McREYNOLDS, FEDERAL INSURANCE 

ADMINISTRATOR 

Ms. McReynolds. Good morning, ladies and gentlemen. Thank 
you, Congresswoman Waters, for asking us to appear this morning. 
I am verjr pleased to be here. This is my first ofncial congressional 
hearing since having been sworn in just a few weeks ago. 

The subcommittee and the bill's sponsor, Coneresswoman 
Waters, are to be commended for their consideration of the extent 
to which property insurance is available and affordable in the pri- 
vate insurance market, particularly in the cities and rural areas of 
the Nation. 

Your inquiry into property insurance availability is very timely. 
We know that in response to homeowners insurance unavailability 
in Florida and Hawaii, State insurance mechanisms were legislated 
to fill the void. Florida's joint underwriting association has already 
pnrown to the point where there are now about 455,000 homeowners 
insured under the pro-am. 

The fact that there is need is evident. Whether there is a short- 
term solution that is being sought or whether it is a long-term one, 
availability — ^the availability issue — still needs a great deal of ex- 
ploration. But the situation certainly sends a strong signal to pub- 
lic officials and legislators, as well, that a watchful eye must be 
cast upon the current state of insurance availability and afford- 
abilit^. You are doing just that in this hearing, and I am proud to 
be called upon by you to testify. 

I must tell you, however, at the outset that we are in the process 
of reviewing tjie specific proposals for reinsurance in H.R. 3298 and 
would like an opportunity to supply written views on this bill at 
some point in the future. 

The issue of reinsurance is very complex and very difficult, espe- 
cially the pricing aspect with various individual insurers, as com- 
pared to the more basic, direct programs of insurance. We will need 
more time to properly assess all of the ramifications of this bill. 

I believe that there may well be insurance market dislocations in 
some areas being experienced by residential and business property 
owners. Thus, it may be that the private insurance markets, en- 
demically, are somewhat dysfunctional in certain areas of the coun- 
try. I would like very mucn to work with each of you to offer what- 
ever assistance I can in dealing with the insurance problems that 
may be encountered in individual communities. 

I do have what is beUeved to be a property insurance marketing 
problem to present for the subcommittee's attention this morning, 
one that I became very famiUar with when I served the State of 
Tennessee as its commissioner of commerce and insurance and one 
that I have look^ into personally in my short tenure as FEMA's 
Federal Insurance Administrator. I refer to the availabiUty of the 
Federal Crime Insurance Program. 

The Federal Crime Insurance Program was established by Con- 
gress in 1970. It is administered by the Federal Emergency Man- 
agement Agency through its Federal Insurance Administration, 
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which is authorized to offer Federal crime insurance in States 
which have concluded that there exists a critical problem in the 
availability of crime insurance. 

In 1991, 14 States, the District of Columbia, Puerto Rico, and the 
Viisin Islands were participating in the program. Policies, offered 
both to individuals and busmesses, cover losses due to robbery and 
burglary. 

In 1992, the number of participating^ jurisdictions was reduced to 
eight States and the District of Colunu>ia, Puerto Rico, and the Vir- 
gin Islands. Three States — Delaware, Rhode Island, and Ten- 
nessee — were removed from the Federal Crime Insurance Prognram 
effective July 1, 1992, and three others — Alabama, Connecticut, 
and Georgia — were removed December 1, 1992. 

Subsequently, after I intervened as Tennessee's commissioner of 
commerce and insurance, on June 30, 1993, the State of Tennessee 
was readmitted into the program. 

As of now, there are only 12 jurisdictions in the Federal Crime 
Insurance Program — California, Florida, Illinois, Kansas, Mary- 
land, New Jersey, New York, Pennsylvania. Tennessee, the District 
of Columbia, Puerto Rico, and the Virgin Islands. 

There are 16,625 policies in force, of which 13,855 insure resi- 
dences and 2,770 insure businesses against crimes of robbery and 
burglary. The total insurance coverage in force is over $151 million. 

In 1980, in contrast, there were 26 States and other jurisdictions 
in the Federal Crime Insurance Program in which 62,544 residen- 
tial property owners and 20,619 commercial property owners were 
insured. Thus, through the decade of the 1980's and during the last 
few years, the Federal Crime Insurance Program has shrunk to its 
current state through, I believe, lack of a vigorous marketing pro- 
gram and some serious flaws in its operations. 

We have taken a hard look at the marketing efforts on behalf of 
the program for the past dozen years or so and found that these 
were virtually nonexistent. Indeed, previously, a preference had 
been expressed for the termination of the Federal Crime Insurance 
Program, after it had become downsized and almost moribimd, on 
the grounds that only a few States were eligible for the program. 

Looking at the operation of the program, it is apparent that the 
Federal Crime Insurance Program was made available in States 
which acknowledjzed that they had a critical crime insurance avail- 
ability problem. Crime insurance was not made available on a city- 
by-city basis or in other areas in the State underserved by the 
market forces unless the State itself came into the program. 

Some other concerns with the program need to be addressed, 
such as accessibility of insurance, the administrative process imder 
which States become eligible and the program's insurance policy 
conditions as compared to what is available in the private sector. 

Crime insurance unavailability is still a problem in many States. 
My own State of Tennessee is an example. So is the State of Wash- 
ington, which asked for reentry into the program in 1991. The ter- 
ritory of Puerto Rico, which is experiencing great increases in 
crime, has recently asked for an increased marketing effort there. 

Last December, Congressmen LaFalce and Charles Schumer of 
New York held hearings in Buffalo, New York, on the plight of the 
small business owners in the Nation who are faced with high crime 
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rates and unavailability of crime insurance. They cited a report on 
the subject concerning a community of small businesses in Colum- 
bus, Ohio, and I hope to obtain and review that report. Interest- 
ingly, Ohio is one of the eight States that left the Federal Crime 
Insurance Program in the mid-1980's to set up its own crime insur- 
ance program. 

A serious and sustained marketinc^ effort for Federal crime insur- 
ance can help residential and smaU business property owners at- 
tain the affordable insurance they deserve. 

We are looking at our policy forms, rates, underwriting rules, 
and available coverage to present the most attractive, yet cost- 
effective, program that we can to our consumers. If it turns out 
that we nave overestimated the market to the extent, that will pro- 
vide — to that extent, too, will provide valuable insights. 

Returning to House bill 3298, the effort we are undertaking in 
the Federal Crime Insurance Program — State by State, market by 
market — ^may be an approach meriting consideration for other seri- 
ous insurance market unavailability problems on an individual line 
of insurance basis, ratiher than on an all standard lines, country- 
wide basis. 

I hope these thoughts will be of assistance in the fine work you 
are engaged in. Once we have a chance to thoroughly review the 
bill with the administration we will be pleased to provide you with 
additional thoughts and observations. I look forward to the oppor- 
tunity to work with each of you on the subcommittee and would 
offer the resources of our office to you. 

At this time I would be pleased to respond to any questions you 
have, Ms. Waters, or other members of the subcommittee. 

[The prepared statement of Ms. McReynolds can be found in the 
appendix.] 

Ms. Waters. If you can remain with us, we will have questions. 

But I would like to move to our second panelist, Mr. Franklin 
Nutter, who is the president of Reinsurance Association of America. 

STATEMENT OF FRANKLIN W. NUTTER, PRESIDENT, 
REINSURANCE ASSOCIATION OF AMERICA 

Mr. Nutter. Thank you very much. Madam Chairwoman, mem- 
bers of the panel. 

I am Frank Nutter, president of the Reinsurance Association of 
America. The association represents property casualty reinsurance 
companies. These are companies that insure other insurance com- 

Eanies. Reinsurance companies do not deal directly with the public 
ut instead provide insurance protection for insurance companies. 
We, too, commend the subcommittee for its study and analysis of 
the problems of insurance availability and affordability in under- 
served areas. While we appear today in opposition to the legislation 
which you have sponsored, we do think that it is an important and 
critical issue, and you have our commitment to work with the sub- 
committee to see it is properly understood and proper solutions are 
devised. 

Reinsurance is. basically, the function of spreading risk through- 
out national ana international insurance markets. It provides a 
means to minimize the fluctuations in the underwriting cycle that 
insurance companies have. It protects against catastrophic expo- 
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sures that insurance companies take on in their policyholder base. 
And it allows companies to write business that their capital base 
mi^t not otherwise allow them to write. 

What it is not, however, is a substitute for risk diversification 
among the underlying company's base or sound financial manage- 
ment of the companjr. 

We oppose the legislation or believe that it is not appropriate for 
three reasons. First is that the legislation appears to be predicated 
upon the assumption that there is a market failure or market defi- 
ciency in the private reinsurance market. We do not think that 
that exists. 

In fact, Madam Chairwoman, when you introduced the legisla- 
tion and in preparation for this hearing, I contacted a number of 
our member companies to find out if they were routinely providing 
property reinsurance protection for companies writing inner-city 
risk among their book of business and particularly to i^cus on riot 
or civil commotion and found that the companies were routinely in- 
cluding that coverage in their private reinsurance contracts. 

That analysis is consistent with a survey conducted by the Na- 
tional Association of Insurance Commissioners in the fall of 1992 
where the NAIC surveyed all of the State insurance commissioners 
on a variety of issues related to urban insurance availability. Two 
of the questions related to reinsurance. 

The Questions were basically whether or not the regulator had 
any indication that reinsurers were reacting to the Los Angeles 
riots in their pricing or coverage practices or whether the regu- 
lators had received any complaints about cancellation or 
nonrenewals on reinsurance coverage. Forty-one commissioners re- 
sponded to that, and 40 answered no, that there were no problems 
in the reinsurance markets. 

Our assessment is that coverage is readily available for property 
risk at affordable prices. Indeed, individual insurance companies' 
circumstances may necessitate variances in rates that reflect their 
underlying policy-holder base or their loss experience, but that is 
the nature of an insurance or reinsurance program, whether a gov- 
ernment or private sector one. 

It also seems to us that FAIR plans, which operate in 29 States 
and were created as a result of civil disturbances in the late 1960's, 
have been part of the solution with regard to insurance availability 
in the inner cities. We would encourage the subcommittee to look 
at the experience of the FAIR plans to determine if, in fact, they 
are serving properly to maintain and provide property insurance 
markets for underserved areas. 

The second reason that we feel that the legislation is not ap- 
propriate is that, in fact, there is a prototype, the Federal lUot 
Reinsurance Program, which operated from 1969 to 1983 when 
Congress decided not to reauthorize the program. I encourage the 
subcommittee to ask the Federal Insurance Administration for a 
report looking at the experience of the Riot Reinsurance Program 
as to the premiums collected, the losses paid, and whether or not 
it served the purpose that it was designed to provide at the time. 
And to see whether or not it is, in fact, a prototArpe for the solutions 
that you are looking for, for the current problems in the urban 
areas. 
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The third reason that we believe the legislation is not appro- 
priate is that we really don't think that it will work. The bill's goal, 
as stated by several members of the subcommittee, appears pri- 
marily^ to encourage insurers to write property coverage in the Na- 
tion's inner cities. There appears to exist no significant relationship 
between insurers' ability to provide urban property insurance cov- 
erage and the availability of reinsurance. 

Reinsurance only reflects the underlying risk assumed by the in- 
surer. Unless the government or a government program can reduce 
losses associated with urban risk or unless a government program 
would subsidize the reinsurance rates, it appears that a Federal 
mechanism that competes with an active private reinsurance mar- 
ket would have little or no effect on the ability of insurers to pro- 
vide additional inner-city coverage or reduce insurance prices to 
policyholders, particularly if the legislation requires actuarial 
sound rates, which it does. 

In conclusion, we encourage the subcommittee to defer any action 
on the legislation until there is additional analysis. Both the insur- 
ance commissioners that are conducting a comprehensive data call 
among insurance companies and the States are looking at tlie prob- 
lems of urban insurance availability. The Congress itself appears 
to be poised to pass legislation designed to collect additional in- 
formation that should shed light on the problems of insurance 
availability. 

We think that at the conclusion of that analvsis that the prob- 
lems will be clear and the solutions that would be appropriate in 
theprivate sector or in the public sector will be clearer as well. 

Thank you very much. You certainly have our commitment to 
continue to work with you. 

Ms. Waters. Thank you very much, Mr. Nutter. 

I am going to ask your indulgence while we go vote. A quorum 
call — ^they will check on that. I wanted to not have you start your 
testimony and then interrupt you. Let our staffs check to see ex- 
actly what we are supposed to be doing at this moment. We can't 
read the lights. 

We will continue. Thank you, Mr. Nutter. 

(The prepared statement of Mr. Nutter can be found in the ap- 
pendix.] 

Ms. Waters. Miss Whitehead, president of Economic 
Empowerment Foundation in Oakland, California. 

STATEMENT OF SELWYN WHITEHEAD, PRESIDENT, ECONOMIC 
EMPOWERMENT FOUNDATION 

Ms. Whitehead. Thank you very much, Ms. Waters, for inviting 
me here. 

I am Selwyn Whitehead. I am the president of the Economic 
Empowerment Foundation in Oakland, California. The foundation 
is a nonprofit, nonlobbying corporation that is determined to bring 
about the small business development and expansion and home 
ownership financial and technical assistance resources back into 
historically underserved communities. These resources are nec- 
essary for those of us who live in these communities to create eco- 
nomic wealth and stability and spur on the revitalization of our 
communities. 
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We really focus on helping small business people expand their 
businesses, first-time homeowners get into a home, and community 
based small businesses and microbusinesses to grow and prosper. 

The foundation also strives to shine the medial light on political 
and regulatoiy bodies that have abdicated their responsibilitjr to 
compel banks, insurance companies, and other financial institu- 
tions to perform their capital formation and other financial product 
access fimctions in a nondiscriminatory manner. 

I want to take this opportunity to thank Ms. Waters for drafting 
H.K 3298 and Mr. Kennedy for having these hearings and afforo- 
ing me this opportunity to (uscuss the merits of the bill and explain 
why I believe it is a necessary component in an overall strategy for 
making product insurance more accessible, affordable, and avail- 
able in historically underserved communities like Ms. Waters' 
south central Los Angeles and my home of East Oakland. 

I must inform you that the low- to moderate-income and of-color 
residents and business owners in our urban communities urgently 
need Congress to establish oversight regulation and legislation 
which first establishes a mechanism for collecting information 
about the affordability, availability, and accessibility of insurance 
products and investments along with the underwriting processes 
that the insurance industry uses in our communities and then take 
the next step, which we believe that this bill will do, and that is, 
provide incentives. 

There also is a need for penalties, but I think that should be re- 
served for another hearing. 

I want to go into the questions that Mr. Kennedy asked in his 
letter when he invited me to attend. The first was, would a greater 
availability or access to reinsurance coverage encourage insurers to 
return to nistorically underserved inner-city areas? My answer in 
a word is "yes." 

I believe that the lack of adequate reinsurance in both the vol- 
untary and residual markets could lead to future economic — 
further economic deterioration of Los Angeles and East Oakland 
and other urban areas. Without adequate reinsurance to protect 
themselves against catastrophic risk, insurance companies will pre- 
sumably withdraw even more of their capital from urban areas. 
Without the availability of commercial property insurance, private 
investors and credit lending agencies will not be able to provide 
loans for home ownership and Businesses that our communities so 
desperately need. 

Let me be more blunt, as I am known to be. I have been in- 
formed by insiders in the insurance industry that reinsurers have 
the stated belief that communities of color will, because of some in- 
herent moral or economic deficiency, periodically destroy them- 
selves. As such, they are not believed to be a good risk for reinsur- 
ance or primary insurance. 

It is my understanding that this false belief is based on the actu- 
arially unsound basis of observing and trending the 15 or so race 
riots that have occurred in black communities in the United States 
over the last 300 years. 

I put that in there. I did not want to bore you with my creden- 
tials but to let you know I know a little bit about insurance. I hap- 
pen to be a consumer representative on the California automobile 
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assigned risk plan. I have been on the Actuarial Ratemaking Com- 
mittee for the last 3 years. I also intervened in several rate applica- 
tions before Uie State. 

And I must tell you, unfortunately, I am the only African- 
American funded consumer rep to the National Association of In- 
surance Commissioners^ where I participate on the AfFordability 
and Availability Committee, the Model Investment Law Commit- 
tee. Andy of late, I have been involved in health care insurance be- 
cause there needs to be representation l^ people that look like me 
on these very important polic^aking booies. 

So I do know just a little bit about actuarial issues— not so much 
that I have that knowledge myself but the foundation has four ac- 
tuaries that consult with us and help us in our analysis of rates 
in California. 

So I do believe that 15 to 20 or so incidents over 300 years is 
not an appropriate body of observations to make this kind of 
unactuarially sound justification. 

I must add that the reinsurance industry, much like Fannie Mae 
and Freddie Mac in the lending industry, are the secondary mar- 
kets for insurers, allowing insurers not only to spread the risk, as 
my coUeacnie on the panel stated, but also to recycle their surplus 
and thereby increase their incomes by selline more product and 
making more investment income. As such, like Fannie Mae and 
Freddie Mac have enormous control over the kind, quality, and 

auantity of loans made to certain classes of borrowers, so, too, does 
[le reinsurance industry exert enormous control over where and to 
whom insurers book business. Unfortunately, because insurers and 
reinsurance have been so closely linked for so long, the pathologies 
that one might share have been shared to primary insurance as 
well. 

H.R. .3298 will allow a knowledgeable market-motivated insurer 
to increase its market share while serving our community. Unfortu- 
nately, little can be done for the ones that tend to want to retain 
what I call the brain-dead kind of tactics of the past. Fortunately, 
I believe we only need a few takers initially, because they will suc- 
ceed in opening up a marketplace and making money, and the 
greed motive will bring the rest of the insurers around. 

The second question was, what level or mechanism of reinsur- 
ance incentive would encourage insurers to resume insuring in the 
inner city? Because we are dealing with pathology, and that is 
what I call racism, it is very hard to find an incentive to combat 
it. However, what H.R. 3298 can do is offer a sincere market- 
motivated insurer a measure of protection as we learn about our 
community and finding good markets and more bucks for their bot- 
tom line. 

Number three, what are the benefits of H.R. 3298 not addressed 
by the current Federal Crime Insurance Program? 

I understand that Federal Crime Insurance Program offers but 
one mechanism, excess of loss crime protection, and limited protec- 
tion at that, only 1 to lOK of residential property, with a 5-percent 
deductible and $500 aggregate limit for most things of value. On 
the commercial side, the covera^ offered is only 1 to 15K. 

To my way of thinking, that is not very much coverage. We cer- 
tainly need more coverage than that. 
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Number four, how would H.R 3298 affect the afTordability and 
availability of commercial and property insurance? 

As I outlined in part four of my written statement, reinsurance 
is but an array of mechanisms that can lead to the revitalization 
of historically underserved communities. The others include in- 
creased product access and more appropriate risk-based pricing 
through community-based agency appointments and more and var- 
ied community and industry wealth-creating investments in the 
urban core. Also, more contact between primary insurers and com- 
munities like mine. 

More importantly, if Congress is prepared to bail out the insur- 
ance industry for its mismanagement and over underwriting in 
communities prone to identifiwle, foreseeable natural disasters 
such as hurricanes and earthquakes in white upper income commu- 
nities via the National Disaster Mitigation, Relief and Insurance 
Act of 1993, does not Congress have a duty to protect consumers 
in the urban core who suffer the effect of unnatural disasters based 
on racist, sexist, and classist underwriting criteria? 

I will conclude by saying the only fault I find with the bill is sec- 
tion 1225(c). That is called National Property Reinsurance Fund, 
Investments. You limit the investment of the surplus to only U.S. 
obligations. 

I have attached at appendix A my argument that all entities in- 
volved in the mana£[ement of insurance portfolios should diversify 
their investments throughout the entire economy, including in- 
vestments in historically underserved communities in all small 
businesses. 

I had a few comments about what I perceived to be some of the 
arguments against the bill, but I don't want to overspeak my time 
and might leave that for questions and answers, if you would 
prefer. 

[The prepared statement of Ms. Whitehead can be found in the 
appendix.] 

Ms. Waters. Thank you very much, Ms. Whitehead. 

I think there are some questions. Let me start with Mr. 
Knollenberg. 

Mr. Knollenberg. Thank you very much. I appreciate the testi- 
mony of everybody. 

One observation — ^we are hearing a lot about the primary mar- 
ket, and I understand that may be a problem in a given State. In 
my home State of Michigan I aon't think it is near the problem I 
hear it may be in other States. 

The focus of this bill, I believe, is reinsurance. If I read the very 
top of the commimication, it is called the National Property Rein- 
surance Act. In my questions to the panel, I am going to focus on 
that. Reinsurance is an issue that I know is of concern to a great 
number of people. 

I have a question that could be answered by maybe a couple of 
you, Mr. Nutter or Ms. McReynolds. I will go back to the Federal 
Kiot Insurance Program, which, by the way, was passed over but 
was not authorized beyond 1983. That was, I believe, initiated in 
1968 or thereabouts, is that right? Can you tell me why was the 
reinsurance program not reauthorized, Mr. Nutter? 
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Mr. NUTTBR. It would be somewhat speculation on my part as to 
what the thinking of Congress was at the time, but I know that 
the debate centered around the experience of the program. Some- 
thing in the neighborhood of $140 million I believe was collected 
and mvested or interest earned and invested. The amount of claims 
were something under $15 million over the entire period of the pro- 
gram. 

It appears that the program did not have much of an effect either 
in supplying a needed commodity, that is, reinsurance protection, 
or that it proved that there was no particular linkaee between hav- 
ing the Riot Reinsurance Program and the availanility or afford- 
ability of insurance in the inner cities. 

In preparation for the hearing, I reviewed testimony provided by 
the insurance commissioners at the time the debate was goins on 
in 1980. They commented, related to the Riot Reinsurance Pro- 
gram, this analysis leads the NAIC to conclude that the availability 
of riot reinsurance under the UPPRA, which I presume is an acro- 
nym for the legislation, is not a significant factor in encouraging 
the insurance industiy to provide essential property insurance cov- 
erage to inner-dty markets. 

iTiat certainly is consistent with our view that, in fact, a Federal 
reinsurance, particularly a riot reinsurance, program is not going 
to have mucn of an effect on those proper^ markets. That the 
problems are, in fact, underlying in terms of the commercial and 
residential insurance markets in those cities and that there may 
indeed be local or parochial kinds of problems and issues that need 
to be addressed, that it is not a national problem in that sense. 

Mr. Knollbnberg. You stated I think that— in your testimony 
that the — what happened— you mentioned that the Federal Crime 
Insurance Program rated— I think that was the term that you 
used — ^the Federal Riot Insurance Program's premiums. There 
must have been a surplus. What happened to that money? 

Mr. Nutter. As I understand it — and I suspect Ms. McRejmolds, 
being new, is not able to respond in detail, but perhaps the Federal 
Insurance Administration can get back to the subcommittee with 
more information — I know that at the time that the reserves held 
l^ the Riot Reinsurance Program, $140 million, was appropriated 
by the agen^ to meet a deficit in the Crime Insurance Program. 
So, in fiict, there were no reserves in the Riot Reinsurance Program 
when it was finally sunset. There was no money built up to pay 
claims. 

I presume there was a mechanism to meet any liquidity problems 
that it had. The Federal Riot Reinsurance Program, having been 
successful from the government's point of view, was used to sub- 
sidize the Crime Insurance Program at the time. 

Mr. Knollbnberg. Do prou want to comment, too? 

Ms. McReynolds. Obviously, all of that was pre-me. 

Mr. Knollbnberg. You have been on the job 3 weeks? 

Ms. McReynolds. James Lee Witt swore me in on April 20. 

Our testimony, obviously, did not deal a great deal with reinsur- 
ance, and the reason for that is because the administration is de- 
ddinig; what its position is on the Federal involvement in reinsur- 
ance programs in general. And for that reason — ^I don't mean to be 
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skating here, avoiding direct answers to your questions, but I just 
don't have an administration position just yet. 

Mr. Knollenberg. Is it su^ested maybe then that the reason 
it wasn't reauthorized, the Federal Riot Program, is because some 
of the programs that are in existence in Cidifomia in particular 
and across the country picked up that slack and provided that riot 
coverage? I understand the FAIR plan in California does include 
riot coverage. Is that true? 

Mr. Nutter. I think that is accurate. Ms. McReynolds may not 
be familiar since she was the commissioner in Tennessee. 

Mr. Knollenberg. So there was riot coverage in effect in 1992 
during that timeframe. 

I noticed Ms. Waters referred to the Crusader Co. I understand 
that that company is a California-based company, has admittance 
in six States but does business only in California, and I get the im- 
pression that maybe it is doing its business only in the L.A. area. 
Maybe it was limited to one little pocket which doesn't create any 
way of avoiding some of the terrible losses they had in 1992. 

I want to come back to this comment about tiiis. The reason 
maybe— and I am going to ask your views on this — perhaps why 
the Federal Riot Insurance Act wasn't reauthorized and perhaps 
why there hasn't been a cidl for it is because somehow the private 
market system has picked up that slack, has provided coverage in 
the wake of that particular feature, that particular bill and that 
particular program not being needed. 

Would either of you, Mr. Nutter or Ms. McRe3niolds, want to 
comment on that? Why don't we have a crying need for this kind 
of coverage in that interim period — ^in that interim from 1983 until 
1994? Are private programs doing the job? Is the FAIR Program 
doing the job? What is picking up the slack? 

Ms. McReynolds. There are only about 29 States that have 
FAIR Programs, so we are probably not eoing to get conclusions 
that are consistent from one State to anouier as to the answer to 
your question. And it is in two parts — ^what the primary market is 
doing and then what the reinsurance market is doing. 

I am veiy much looking forward to the data that is to be gath- 
ered by two pieces of legislation that are working their wi^ 
through Congress right now on the issue of availability of insur- 
ance in many of the underserved areas. And I think, based on what 
I am told, that that data might provide some insight into where tlie 
real availability problems are with regard to the primary market 
and the reinsurance area. 

But, at this point, the Federal Insurance Administration does not 
have any concrete data on which I could respond to that question. 

Mr. I610LLENBERG. If you do collect some could you make us 
aware of that? Could you communicate with me? 

Ms. McReynolds. Most definitely. I would be pleased to do that. 

Mr. Knollenberg. Would you comment, Mr. Nutter? 

Mr. Nutter. Our position is very clear. Even during the experi- 
ence of the lOTO's and ISSffs when the Federal Riot Reinsurance 
Program was in place, it had a declining base of companies pur- 
chasing it because there was an affordable and available private re- 
insurance market for the companies. I believe in 1993 that there 
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were just 17 insurers that were purchasing the Federal riot rein- 
surance and that the premium base was something like $130,000. 

The program declined, I think, because of an available private 
market You are suggesting that the FAIR plans, which were not 
in effect in 1968 when the Riot Reinsurance Program was put into 
effect, began to take over some of the problems and deal with some 
of the prwlems of inner-city insurance availability. It may be that 
they deserve some examination now to see if they continue to fill 
that role, but, in fact, the FAIR plans seem to have been effective 
in dealing with the problems that were evident in Uie early 1960's 
and 197(r8 and perhaps are evident again in the 1990's. 

Mr. Knollenberg. You think that there is in the urban maiket, 
via the private maiket, a pretW substantial array of products that 
are available to meet the needs? 

Mr. Nutter. Well, certainly, the standard commercial insurance 
coverages and the coverages provided by the FAIR plan cover civil 
disturbance, riot, that kind of thing, the sort of thing that is of con- 
cern both to the citizens who live there as well as to the commer- 
cial enterprises who do business there, including the insurance in- 
dustry. The reinsurance markets provide reinsurance protection for 
that, mcluding the FAIR plan exposures as well as private commer- 
cial coverage. 

Even the Crusader Insurance Co., had a reinsurer in the private 
market. The reinsurance paid reinsurance claims as a result of 
their experience in the L.A. riots. 

That reinsurance program is still in effect. It was not canceled, 
to my knowledge, or modified. Mr. Cheldin, apparently, is con- 
cerned about thejprice of that reinsurance protection. 

Ms. Waters. Tliat is no little concern. Availability really has to 
do with pricing. If his insurance increased 5 percent let us not 
pretend tnat somehow that doesn't have anything to do with avail- 
ability. 

Let s just kind of tell the whole story. Did you find out that, yes, 
that insurance is available at a price, but it is prohibitive? 

Mr. Nutter. I don't know whether it is prohibitive or not. 

Ms. Waters. Is it five times what it was. 

Mr. Knollenberg. Can I interject something? We are talking 
about reinsurance, not a price. We are talking about reinsurance. 

Ms. Waters. This is reinsurance. 

Mr. Rnolubnberg. Let me respond in this way. I just picked up 
something that indicates to me that, based upon some of the pres- 
sure and conversation and talk as to what has taken place in Cali- 
fomia, that Farmers Insurance Co., has targeted California and the 
inner cities in an effort to meet some of those needs. 

I can't offer anything to you specific about pricing because I 
haven't seen any of this and it is too new. I can just read to you 
what they are trying to do is — ^it is a program by the Farmers In- 
surance Uo. It is called FACT [Farmers Action for Communities of 
Tomorrow], and it is an effort to do just that, offer coverage to the 
inner dties, particularly^ those that were involved in the riots, 
inner-d^ residents, businesses, what have you« This program is 
just cominE on line because Commissioner Gsuramendi, I think, was 
probably me individual that had most to do with some of the 
changes legislatively that have occurred in California. 
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It is an effort I think — and certainly I would be more than happy 
to submit this into the record — to indicate that there is an effort 
being made to deal with those problems. It is veiy new, hasn't hit 
the streets yet, but it is in the planning stage. I wanted to focus 
on the reinsurance aspect of this and try to deal with that. 

In conclusion, I mi^ht come back with another question later, but 
I wanted vjo gather, if I could, from Mr. Nutter — ^I apologize that 
you have just been on the job 3 weeks. I would hate to have your 
role today in terms of what we are throwing at you here. 

But you made a statement, I think, Mr. Nutter, that reinsurance 
for riot or other urban risk is widely available in the common mar- 
ket. You don't discuss price, but you are saying that there are a 
number of offerings available for the purpose of buying coverage. 
A person may object on the basis of price, but you are saying, I be- 
lieve — and I am not trying to put words in your mouth — ^that there 
are products out there, if people choose, that want the coverage? 

Mr. Nutter. Certainly, tne answer to that question is yes. It is 
my understanding, on hardly a sophisticated survey but in contact- 
ing some of our companies, that there do not appear to be any 
widespread problems with regard to the price of reinsurance for 
riot, civil commotion kinds of coverage. 

Obviously, that is a function in the private sector just as it would 
be with a Federal program. If you are going to use actuarial basis 
for the rates that reinsurancers charge, it is goii^ to be a funddoo 
of what the company has by way of its policyholder base, its loss 
experience, and the premiimis that it charges for that. So the pri- 
vate sector has the same kind of problems that the pi:d)lic sector 
would have in providing a reinsurance program and looking at each 
company on a company-by-company basis, to look at its poli^- 
holder base and its loss experience. 

Mr. Knollenberg. Thank you. 

Ms. Waters. Thank you very much. Would you like to submit 
that article for the record? 

Mr. Knollenberg. I would. 

Ms. Waters. Please do that. 

I know Farmers quite well. I was a legislator for 14 years, and 
they know me quite well. 

Mr. Barrett 

Mr. Barrett. Thank you. 

I want to concentrate on the reinsurance industry, too, maybe 
from a little different angle, and I look at the problems of the 
central cities in particular and try to figure out what is the best 
way to provide capital and have private investment in those com- 
munities. Time and time again, we are told we don't want the gov- 
ernment to do it. That means we either don't do it or the private 
sector does it. 

I look at your statement, Mr. Nutter, and I appreciate your com- 
ments that you are willing to work with the subcommittee here, 
and I wonaer whether — I certainly accept your statement that 
there is not a problem in the availability of reinsurance in these 
geographic areas, but I wonder whether the reason that there is 
not a problem with availability is that there is simply no demand 
for that 
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Mr. Nutter. That is an interesting question. I think m^ under- 
standing of the market and the contract coverage is that it is rou- 
tinely included in insurance contracts covering commercial as well 
as residential exposures, inner city or not, and that it is routinely 
included as coverage in reinsurance contracts, that it is not a ques- 
tion of demand because it is a standard part of reinsurance con- 
tracts, and there are no real exclusions for it. 

Mr. Barrett. But if the primary market is failing and there is 
no insurance being offered on the market, you would never see that 
problem. That is why, when the question goes out to 41 insurance 
commissioners as to whether there is a problem with reinsurance, 
if there is no primary insurance market there certainly would not 
be any reinsurance problem. 

Mr. Nutter. There is no question that reinsurance is the insur- 
ance of insurance companies. If the insurance company is not pro- 
viding a certain type of coverage, whatever that may be, then it is 
not a question of whether reinsurance is there or not. 

The survey that I referred to that the NAIC, the insurance com- 
missioners, conducted was a much more comprehensive survey. 
And there were only two questions dealing with reinsurance. 

I would encourage the subcommittee to solicit that information 
from Uie NAIC as well as information related to the data call tliat 
they are doing to actually do some objective analysis of the prob- 
lems with availability in underserved areas. I think that will show 
a lot about whether the problem is at the insurance level in terms 
of available and affordable markets or whether it is a reinsurance 
problem. 

Certainly, the initial survey would suggest that the commis- 
sioners did not feel that the problem was either driven by or 
caused in any way by the availability or affordability of reinsur- 
ance. 

Mr. Barrett. I don't think they would ever be driven hy the 
availability of reinsurance, but I believe that if there is no primary 
market for insurance there would never be a problem in the rein- 
surance market. So I think if we are tr/ing to zero in on tlie prob- 
lem certainly we have to look at reinsurance. 

But I think what Congresswoman Waters is trying to do is trying 
to figure out a way to create a primaiy insurance market, and one 
way to do that is perhaps by— to look at incentives in the reinsur- 
ance market as well. 

Does your association support either of the bills, either the 
Cardiss Collins bill or the Joe Kennedy bill on the insurance re- 
forms? 

Mr. Nutter. We have supported the Cardiss Collins bill. 

Mr. Barrett. You will get your reward in heaven. That is good 
to hear. 

Seriously, I think it is important that we have the information. 
Maybe we can set the information from you as to the distribution 
of reinsurance. Because, to me, that is the bottom line, if the insur- 
ance is out there and to see what the demand is as well. 

I have no other questions other than a comment for Ms. White- 
head. I am mesmerized by your ability to read from that screen. 
I don't know how that thmg kept moving, but it was interesting 
watching you. 
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Ms. Waters. Thank you very much. 

Mr. Nutter, are you in favor of the disaster reinsurance legisla- 
tion that is being considered? 

Mr. Nutter. Yes. Our association supports the Natural Disaster 
Protection Act 

Ms. Waters. Could you explain why you think that is necessary 
as opposed to why this kind of legislation that you do not feel is 
necessaiy? 

Mr. Nutter. You can see by these two positions that we are not 
ideologically opposed to a government role in the reinsurance mar- 
ket if there is a deficiency or failure in the market or an inability 
of a market to serve a market. 

The Natural Disaster Protection Act provides for an excess catas- 
trophe reinsurance program. It is a program that would operate 
over and above the private reinsurance market. It would be a sup- 
plement to the private reinsurance market It is principally de- 
signed to deal with the potential financial problems associated witb 
a truly megacatastrophic kind of natural disaster that might have 
the enect of making insurance not available in markets after such 
an event, either in the affected area or in other parts of the 
country. 

Our concern with this legislation is that it appears to be directly 
competitive with tlie private reinsurance market 

Ms. Waters. You used those words for the first time, and I think 
I am beginning to see this issue of competition is a concern. Ex- 
plain to me how this would create competition for the reinsurance 
market? 

Mr. Nutter. It appears to set up a program that would offer 
property reinsurance protection that, as I have testified and I think 
the analysis will show, is readily available and affordable in the 
private market It would appear to me to be not necessary to create 
a government program to do that which is available in Uie private 
market. 

The Natural Disaster Protection Act is written to be effective 
only in the face of a truly megacatastrophe that would appear to 
exceed the resources of not just the reinsurance market but the in- 
surance market as well. 

Ms. Waters. OK Let me ask you, would you agree that — ^I want 
to get at this conclusion that you have reached that the lack of 
available insurance in certain areas has nothing to do with the 
availability of reinsurance. And you have indicatea that there is a 
study or studies that show that there is no connection, that for in- 
surance companies who want to do business, that indeed the rein- 
surance is available. And you also basically, conclude that price has 
nothing to do with whether or not they avail themselves of it. 

Would you please describe that study and indicate what you 
know about pricing that will help us to understand why pricing 
would have nothing to do with availability? 

Mr. Nutter. Madam Chair, I am not sure you have properly 
characterized my comments. 

Ms. Waters. Would you reframe it? 

Mr. Nutter. My comment was that there does not appear to be 
significant linkage between the availability or affordability of pri- 
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vate reinsurance and the availability and affordability of insurance 
for inner-dty risk, commercial, or residential. 

I think, in response to the comment that you did make earlier 
about price, you asked about Crusader having its price go up five 
times, whether that was significant. I would not want to imply that 
the price of reinsurance was not a factor in whether or not a com- 
pany had reinsurance and, therefore, felt secure in writing urban 
risk. 

My point was this: That it is really the underlying insurance, the 
cost of that insurance and availability of that insurance that would 
seem to me to be at issue, and the reinsurance market has gen- 
erally not been a deterrent to companies goin^ into inner-dt^ 
maikets, that they really are there to protect against catastrophic 
enoBures. 

If I used the word "study" I did not mean to imply anything more 
than the fact that I did a survey of some of our companies, the in- 
surance commissioners did a survey of insurance regulators — ^it is 
not a hard data study. And either Mr. Kennedy's bill or Ms. Col- 
lins' bill will provide data that I think will shed light for all of us 
on the problems here. 

I think the NAIC's activities in looking at the data will do the 
same. If there are studies, those are the studies that I think will 
be very enlightening for us. 

Ms. Waters. Would you agree that, increasingly, insurance com- 
panies are not located in inner-city areas and certainly rural com- 
munities and that they tiy to track where they think their poten- 
tial markets are and that certain suburban areas, and so forth, 
began to look more attractive and they could offer more preferred 
kinds of insurance policies? Would you agree tiiat that has been the 
case, that you could track that kind of movement of insurance com- 
panies in America? 

Mr. Nutter. Madam Chair, I would not be in a position to an- 
swer the question of whether or not companies focus their writings 
in certain areas or avoid certain areas. I would encourage you to 
ask 

Ms. Waters. That is not what I asked you. I asked, are you fa- 
miliar with the trend of insurance companies to track their mar- 
kets and not to be located in or seeking out those inner-city or 
rural markets but rather to move to areas that appear to be more 
attractive? With what you know about studies and data and infor- 
mation, would you— could you comment on that at all? 

Mr. Nutter. At the risk of sounding as if I am avoiding your 
question, I am not familiar with that, and I don't mean that to sug- 
gest that it is an accurate or inaccurate statement I would strong- 
Ty encourage urge you to direct the question to the primary indus- 
try, to the companies that write directly to the public as well as 
to look toward uie studies by the NAIC and the Congress itself to 
examine that veiy question. 

Ms. Waters. All right. Let me continue by askin^^ you, do you 
understand that this legislation is not the old riot reinsurance leg- 
islation and it is not the crime protection legislation? Do you un- 
derstand tiiat? 

Mr. Nutter. Absolutely. 
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Ms. Waters. Because eveiyone keeps referring to riots. Do yoa 
understand that indeed in the old insurance that they did have 
some surpluses that covered the cost of the crime insurance? Th^ 
did pick up those costs. I think it was in the neighborhood of $130 
million or so. 

So that we can straighten this out, do you understand that this 
legislation is a little bit more comprehensive and all encompassing, 
attempting to talk about underserved areas rather than simply riot 
or simply crime? That what we are basically saying is that there 
is a problem in America? There are underserved areas. Do you be- 
lieve that? That there are underserved areas? 

Mr. Nutter. I would accept the statements by those who are 
more familiar, including yourself, that there are problems of insur- 
ance availability or anordability in inner-cities or underserved 
areas. 

Ms. Waters. So we agree that there are underserved areas in 
America, and we are attempting to do something about that. And 
those problems that createa the underserved areas we believe are 
multifaceted, that you certainly have the risk considerations that 
companies give. 

We think that the data may be a little faulty because you can 
only determine risk based on experience, and you don't have a lot 
of experience data in some of these areas because, absolutely, the 
policies have not been available there. So I think all we need is to 
get on the same track here, at least in what we are discussing. 

So if, in fact, there are underserved areas, the product has not 
been available, it has not been available for a number of reasons, 
looking to the markets that appear to be more attractive, maybe 
the cost of reinsurance being hieh because the experience data has 
or has not been there, or it might indicate that they should char^ 
three to five times more, all ofthat — ^what we are saying wiUi this 
legislation is that, whether you are in an inner-city or rural Amer- 
ica, that communities die without investment and insurance and 
that government may have a legitimate role to play in saying to 
the business community and the insurance community, we under- 
stand that there are some risks or something is wrong here, and 
we want to help out. 

We are not in competition with anybody. We create a pool where 
people pay into that pool, and government may place some money 
into that pool. We want businesses to thrive. 

We want to help show you that you can go in there and do busi- 
ness and make some money in doing business and that, since these 
markets are not being served in any real and substantial way, we 
are not in competition with anybody. We are not taking away any 
reinsurance business because they aren't doing it ansnvay. We want 
to create this opportunity for the primary insurance companies to 

fo in there with this reinsurance and do what we think must be 
one in order to revitalize these communities. 
Investors won't go in there. And government is trying to say that 
we want to do economic development. We want to support small 
businesses. We want to increase entrepreneurship opportunities. 
We want to revitalize areas. 

And instead of us talking about how we take some line item in 
the budget and try and find millions of dollars, let's get at the root 
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causes. Let^s say to investors, your investment is safe because it is 
insured, and the insurers have the reinsurance. 

We see and we understand the direct connection. We are saying 
this bill brines it all into focus. This bill is not simply we want to 
take the littfe niche and say if you have some crime, we have a 
government program; if there is a riot, we have got a riot program. 

We are saying there are underserved areas. We are sayine to the 
commissioner help us to identify what these areas are and nelp us 
to design and set up products to serve it. 

Do you understand what I am saying? 

Mr. Nutter. I understand exactly. 

Bils. Waters. A re there any other questions? 

Bils. Wbqtehead. Ma^ I make a comment? I have been sitting 
here champing at the bit. 

I have been iiearing statements which offend me. Because I have 
been dealing with the insurance industry now like 24 hours a day 
for the last 5 years, I have learned to listen to these words and not 
be so passionate about it 

But to have — sir, if where you live and where your parents raised 
you and where vou raised your kids characterized as having a need 
for only a couple of kind of products, I don't think you would like 
that. I live in East Oakland and we need more than crime insur- 
ance and riot insurance. 

When I first got involved in the insurance industry only one in- 
surance industry companv would even bother to come and look at 
our community and see how viable and how attractive it is and 
how diverse our population is, how really neat the old and young 
people are who were there. They reached out and saw what we 
were like and saw that we were people. 

HHiat we did was bend over backward to clean up the crime in 
East Oakland. Our crime stats have gone way down. And I swear 
to you, sir, there has never been a riot in Oakland, but there is a 
perception in the insurance industr/s mind that if a community 
nas a large population of black or brown people or families headed 
1^ females tnat are not married, there is a red flag. 

This map that was in this report about the natural disaster and 
of where the primary — ^there should be red circles in every urban 
core because that is an unnatural natural disaster that impacts the 
entire economy and impacts not only where I live but where you 
live. Because the insurance industry won't make primary insurance 
available where I need it in order to attract business people to 
come in and employ my son and his peers. 

Communities such as East Oakland where there was a fire 
storm, th^ are paying too much for insurance. 

Now the insurance industiy is starting what they are calling a 
managed growth program in California, of which fEirmers are part 
oi it, where they are not going to write products anymore even to 
white middle-income consumers because they want to escape the 
mailcetplace. That is bad economics not only for East Oakland but 
for Northeast Oakland. 

If I can share with you anything, please open up your minds and 
reidize that just because there is a large concentration of black or 
brown people, we don't just have little segments of needs. We have 
tiie same needs as any other community. We need access to capital. 
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credit, insurance, grocery stores, and street sweepers. We need 
good schools. And we know that we are responsible for creating 
that ourselves, but we need access to the capitalistic eystem in 
order to do that successfully. 

I wish we would turn this debate from segmentizing it to looking 
at overall needs of not only my community but yours, because we 
are intertwined. 

It is sort of like the movie The Defiant Ones," Tony Curtis and 
Sidney Poitier. We are going to go up or down together. And unless 
we get the insurance back in my community and my community 
learns about insurance, we are not going anvwhere. 

Mr. Knollenberg. I think you were talking to me. I don't dis- 
respect an3rthing you say at all, but I am trying to focus on the real 
issue here today which is reinsurance. 

I think we get into areas that are matters of concern for you and 
for Ms. Waters. I think I have a rifle, not a shotgun, today. I want 
to focus on reinsurance, and I think that is the message here. We 
have to deal with the issue of Ms. Waters' bill, what it extends to. 

And I didn't want to give you the impression that I have a hard 
heart about those matters. I served in tne metropolitan area of De- 
troit, and I had a great deal of customers and clients that lived in 
the city. In fact, that agency still does, and my two sons run it I 
know that it works because we do cover a high percentage of those 
people through the FAIR plan and other programs. 

So I am not walking away from your concerns. I just want to 
focus today on the issue at hand, which is reinsurance. 

Ms. Whitehead. It is part of an overall template of multifaceted 
ideas and efforts that need to be worked in concert lest we con- 
centrate too much energy on one, and it is doomed to fail. There 
are things that we neea to do in the community that only we can 
do, but we need to be in communication with regulators and insur- 
ers that respect our humanity and our intelligence and don't want 
to actuarially segment us into nonhuman entities as a way to over^ 
come the problem. 

Mr. Knollenberg. Come to Michigan. I think we have a good 
program, and it works pretty well. You might want to borrow it 
and take it back and apply it to California. 

Ms. Whitehead. Come to Oakland. You will meet some nice 
folks. 

Ms. Waters. Thank you veiy much, Congressman, and all of our 
panelists. Whether it is Detroit, Michigan; Los Angeles or Oakland, 
California; St. Louis, Missouri; Chicago, Illinois; Philadelphia, what 
we see is deteriorated communities. Some used to be viable com- 
mercial centers. They continue to deteriorate. They need to be revi- 
talized, and no one can deny that. 

We believe that the issue of reinsurance is directly connected to 
the unavailability of primaiy insurance because the insurance com- 
panies that would oner insurance cannot afford to pay the prohibi- 
tive cost of reinsurance. So we think it is connected. We do not 
separate it, and this discussion today about primary insurance and 
reinsurance all makes good sense. 

In the final analysis, some of us — and I will be in the leadership 
of it— must find a way to correct the problem, and we will not allow 
this Congress through public policy to say that they are the deserv- 
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ing constituencies at risk because somehow if you are the victim of 
disasters you deserve to have government involved in reinsurance 
in some ways. 

But if you are the victims of communities that cannot get insur- 
ance for whatever reasons— because the insurance companies have 
moved Ottt» because they think the risks are too hig^, because there 
is not enouc^ experience data to help people to understand what 
ihey can do, because reinsurance is too high — ^we don't care what 
the reasons are. We are focusing on how we can get that insurance. 

And we will look at it in every way that we possibly can, and we 
will not sit idly l>y and allow public policy to say there are those 
who are deserving in some way of government support, there are 
those who are not. 

We mav not be as concerned as you are, Mr. Nutter, about com- 
petition, but we won't allow the threat of competition to your rein- 
surance markets to stop us or deter us from getting government to 
help. We don't think it creates competition, but if it does reduce 
your price and you won't have it 

Thank you very much for being with us today. We really appre- 
ciate it 

If you have some information that you would like to share with 
OS and continue to work to solve this problem we would welcome 
you, even if we differ somewhat about how to do it. If you have 
some new ideas about how to do it, we would welcome that, too. 
Thank you very much. 

I would like to read a closing statement for the record, the for- 
malized closing. 

There being no further questions on behalf of the subcommittee, 
I want to express my appreciation to all the witnesses who shared 
their views with us today. 

I ask unanimous consent that the record be kept open for a 
period of 4 weeks from today so that additional views may be 
submitted. 

Hearing no objection, it is so ordered, the panel is excused, and 
the subcommittee is in recess. Now, I have formally closed this 
hearing. Thank you very much. 

[Whereupon, at 11:42 a.m., the hearing was adjourned.] 
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Mr. Chairman, members of the subcommittee, I am 
extremely grateful to have this opportunity to testify 
on behalf the subject of today's hearing - H.R. 3298, 
the National Property Reinsurance Act - which I 
introduced last October. 

This subcommittee has charted a new course in 
policymaking. Under your leadership, Mr. Chairman, 
this Consumer Credit and Insurance Subcommittee has 
taken a hard look at many problems of low-income 
America that have traditionally scared legislators. 
Insurance redlining is one of those tough issues - and 
that is the subject we will address today. 

Insurance is a primary building block for economic 
development in this country. Without affordable 
insurance, private sector development is impossible. 
In my district of Los Angeles, which includes parts of 
South-Central L.A., businesses - especially small 
businesses ~ face enormous obstacles in obtaining 
insurance. We know that many insurance companies 
draw a red line around certain low-income and 
minority neighborhoods, and simply refuse to do 
business there. This practice economically cripples 
communities. 

For example, the California Insurance Commissioner 
recently charged a San Francisco company with 252 
violations of the State's insurance code after he was 
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presented with sworn affidavits by several company 
employees who presented company maps with lines 
around certain low-income and minority 
neighborhoods. The company subsequently agreed to 
pay a $400,000 fine and undergo reforms designed to 
increase its market share in underserved areas. The 
California Insurance Commissioner has proven legally 
what many low-income community dwellers have 
known by experience for years. 

I have written legislation designed to induce insurance 
companies to do business in underserved areas. Let 
me underscore this point. H.R. 3298 is an incentive- 
based, business-oriented approach to the problem of 
insurance redlining. I think this legislation should 
appeal to all Members of this subcommittee. The bill 
we are discussing today does not force companies to 
insure in areas they may find risky. It attempts to 
reduce that perceived risk by allowing companies to 
sell a portion that risk to the government. 

I believe my legislation very much complements the 
efforts of thts and other in the area of insurance 
redlining. H.R. 3298 is a programmatic response to 
the crisis we see in so many communities. My bill is 
not meant to compete with the other Congressional 
initiatives. It would supplement them. 

My legislation embodies a concept which I think has 
great potential to make a real difference in our most 
economically depressed areas. It is based on 
previously existing, or drastically reduced federal 
efforts to make crime and property insurance available 
in low-income areas. The premium-based fund which 
pays out excess claims is the same structure as the 
Riot Reinsurance program. Thus the FIA has 
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experience with what I am proposing. 
These are the central elements of my bill: 

1) The Federal Insurance Administrator, in consultation 
with state insurance authorities and community 
groups, would designate areas in each state in which 
property insurance coverage is not available or 
affordable for residences or businesses. 

2) The Federal Insurance Administrator would then 
determine, by regulation, the terms, rates and 
appropriate coverage for reinsurance agreements 
available to pools and companies which operate in the 
designated areas. 

3) The Fl A would also determine, by regulation, an 
amount of coverage, above which the insurer or pool, 
would resume responsibility for coverage. Therefore, 
the federal government would not face unlimited 

exposure to losses- 

4) Companies and insurance pools serving such areas 
would be eligible to enter into agreement with the 
Federal Insurance Administrator to share a portion of 
their risk. 

5) The FIA would maintain a revolving fund comprised 
of the reinsurance premiums. The fund would be the 
source of payment for the coverage which might be 
required in accordance with the reinsurance 
agreements. 

6) Insurance companies would then establish primary 
insurance rates within the designated areas - which 
reflect the risk reduction from the reinsurance 
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coverage - to be cleared by state insurance agencies. 

Tliis program leaves discretion to the Federal 
Insurance Administrator to implement through 
regulation many of the details that would be necessary 
to run a smooth and efficient program. We believe 
this flexibility would expedite the process and leaves 
the proper level of control with those who will operate 
the program. 

At the end of this relatively simple process, insurance 
would be available at affordable rates, making it 
financially attractive to private companies to insure 
and allowing businesses to obtain insurance that had 
been previously unavailable. 

I believe there are two primary reasons insurance 
coverage is as scarce as it is in many low-income 
communities today. First, there is a rational need to 
insure certain kinds of property at higher rates due to 
physical deterioration, concerns over health and safety 
codes, and differences in the risk of property damage 
in specific areas. 

However, there is another, less rational basis for 
prohibitively high insurance rates - and that is fear. 
There is a fear of the inner city, a fear of working in 
low-income areas, and a fear of the unknown. In 
many cases, this fear is not based on a rational 
understanding of the business climate that exists 
within communities. 

To illustrate what I mean, the Missouri Insurance 
Commissioner recently found that insurers there 
charged policyholders in low-income minority areas 
higher premiums than they did policymakers in low- 
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income white areas for comparable policies BS[sa 
though the losses were higher in the white 
communities . Residents in the minority areas were 
paying premiums one and one half times those in the 
white areas - for inferior policies, while the loss ratios 
were 72% in the white areas, compared to 57% in 
the minority areas. 

One of the intangible benefits of legislation like H.R. 
3298 would be that once companies are financially 
induced into areas they have avoided, they will learn 
what many people already know - it is possible to 
establish, develop and grow in many low-income and 
minority areas. In the long run, we will reduce the 
fear factor among many companies and the perceived 
risk of doing business will reflect a more rational 
understanding of actual risk. 
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(VENING STATEMENT 

CONGRESSMAN LUIS V. GUTIERREZ 

SUBCOMMTITEE ON CONSUMER CREMT AND INSURANCE 

MAY 19, 1994 



MR. CHAIRMAN, I WANT TO THANK YOU FOR HAVING THIS HEARING TODAY 
AND CONGRATULATE GON(»ESSWOMAN WATERS ON HER LBCHSLATEON. JUST 
YESTERDAY, I MENTIONED THIS HEARING TO AN OFHCIAL FROM CHICAGO. 
THIS INDIVIDUAL'S REACTION WAS VERY POSITIVE. SHE STATED THAT THIS 
IS EXACTLY THE TYPE OF ASSISTANCE THE CITY OP CHICAGO NEEDS. 

THERE ARE SO MANY AREAS OF MY OTY THAT HAVE BEEN ABANDONED BY 
BUSINESS, AND NOT ALWAYS UNJUSTIFIABLY. WE SEE IT ALL THE TIME - 
WHEN THE MORE MODERATE WCOME INDIVIDUALS MOVE OUT OP A 
NEIGHBORHOOD, THE NEXT THING TO GO ARE THE SH(»>S AND SMALL 
BUSINESSES. BUSINESSES THAT ARE CRITICAL TO THE VIABILITY AND 
GROWTH OF AN AREA. WHAT WE HAVE LEFT ARE VACANT BUILDINGS WITH 
(»tAFFrn AND BROKEN WINDOWS, WHICH ONLY FURTHER CONTRIBUTES TO 
THE INCLINE OF THE NEKKIBORIKXM). 

I BELIEVE THIS BILL COULD HELP REJUVENATE THESE AREAS, DRAWING 
BUSINESS BACK IN AND IN TURN, HELPING OUR NEI<»IBORHOODS BY 
PROVIDING JC»S, PROVnXNG SERVICES, AND MOST IMPCWTANTLY, BY 
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PR0V1DINO THE BUILDINO BLOCKS NECESSARY roR A SOUND COM^^ 

I LOOK FORWARD TO HEARING MORE ABOUT THIS PROGRAM. THANKYOU. 
MR. CHAIRMAN. 
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StatMMnt of Rftp. Bernard Sanders 

SubcoBBittaa on Conwmar Credit and Insurance 

Nay 19, 1994 



Thank you, Chairaan Kennedy, for holding this important 
hearing. Your interest in abolishing redlining in the insurance 
industry has produced laudatory results. If adopted, your 
legislation would provide a solid foundation upon which to build 
protections against redlining. 

Ms. Waters' bill, the National Property Reinsurance Act, 
cospleaents your cosBendable efforts by diluting the bitter risk 
that ispoverished areas pose to insurers. It proaotes the 
availability and affordability of property insurance in currently 
redlined areas through a reinsurance prograa offered by the 
Federal Insurance Adainistrator. 

The wealthy and upper-aiddle classes can deposit their 
earnings in bank accounts insured by the Federal Deposit 
Insurance Corporation. Utolike the wealthy, the lower and lower- 
aiddle classes cannot safeguard their earnings in this way 
because their earnings, and often their livelihood, are tied up 
in the equity of their hoses and other property. We should offer 
thea the se»e protections we offer the wealthy. Ms. Waters' bill 
provides these safeguards by offering insurance coiq>anies a risk- 
sharing pool similar to that offered to banks by the FDIC. 
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GOOD MORNING! I AM VERY PLEASED TO APPEAR AT THIS HEARING 
TODAY ON THE NATIONAL PROPERTY REINSURANCE ACT. 

THE COMMITTEE AND THE BILL'S SPONSOR, CONGRESSWOMAN 
WATERS, ARE TO BE COMMENDED FOR THEIR CONSIDERATION OF 
THE EXTENT TO WHICH PROPERTY INSURANCE IS AVAILABLE AND 
AFFORDABLE IN THE PRIVATE INSURANCE MARKET, PARTICULARLY 
IN THE CITIES AND RURAL AREAS OF THE NATION. 

YOUR INQUIRY INTO PROPERTY INSURANCE AVAILABILITY IS VERY 
TIMELY. WE KNOW THAT IN RESPONSE TO HOMEOWNERS 
INSURANCE UNAVAILABILITY IN FLORIDA AND HAWAII, STATE 
INSURANCE MECHANISM'S WERE LEGISLATED TO FILL THE VOID. 
FLORIDA'S JOINT UNDERWRITING ASSOCIATION HAS ALREADY 
GROWN TO THE POINT WHERE THERE ARE NOW ABOUT 455,000 
HOMEOWNERS INSURED UNDER THE PROGRAM. 

THE FACT THAT THE NEED WAS THERE IS EVIDENT. WHETHER IT IS 
A RELATIVELY TEMPORARY NEED THAT IS BEING MET OR WHETHER 
IT PORTENDS A LONG-TERM FUTURE IN STATE INSURANCE 
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MECHANISMS AS A CURE FOR PRIVATE INSURANCE MARKET 

UNAVAILABILITY, REMAINS TO BE SEEN. BUT, THE SITUATION 
CERTAINLY SENDS A STRONG SIGNAL TO PUBUC OFFICIALS A»M> 
LEGISLATORS, AS WELL, THAT A WATCHFUL EYE MUST BE CAST 
UPON THE CURRENT STATE OF INSURANCE AVAILABIUTY AND 
AFFORDABIUTY. YOU ARE DOING JUST THAT IN THIS HEARING. I'M 
PROUD TO BE CALLED UPON BY YOU. 

I MUST TELL YOU AT THE OUTSET, THAT WE ARE IN THE PROCESS QF 
REVIEWING THE SPECIFIC PROPOSALS FOR REINSURANCE IN H.R. 
3298 AND WOULD LIKE AN OPPORTUNITY TO SUPPLY WRITTEN 
VIEWS ON THE BILL. 

THE ISSUE OF REINSURANCE IS VERY COMPLEX AND DIFFICULT, 
ESPECIALLY THE PRICING WITH VARIOUS INDIVIDUAL INSURERS, AS 
COMPARED TO THE MORE BASIC, DIRECT PROGRAMS OF INSURANCE. 
WE WILL NEED MORE TIME TO PROPERLY ASSESS ALL OF THE 
RAMIFICATIONS OF THE BILL. 
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I BEUEVE THAT THERE MAY WELL BE INSURANCE MARKET 

DISLOCATIONS IN SOME AREAS BEING EXPERIENCED BY RESIDENTIAL 

AND BUSINESS PROPERTY OWNERS. 

THUS, IT MAY BE THAT THE PRIVATE INSURANCE MARKETS, 
ENDEMICALLY, ARE SOMEWHAT DYSFUNCTIONAL IN CERTAIN AREAS 
OF THE COUNTRY. I WOULD LIKE TO WORK WITH YOU AND OFFER 
WHATEVER ASSISTANCE I CAN IN DEALING WITH THE INSUjRANCE 
PROBLEMS WHICH MAY BE ENCOUNTERED IN^ INDIVIDUAL 
COMMUNITIES. 

I DO HAVE WHAT IS BELIEVED TO BE A PROPERTY INSURANCE 
MARKETING PROBLEM TO -PRESENT FOR THE COMMITTEE'S 
ATTENTION. ONE THAT I BECAME VERY FAMILIAR WITH WHEN I 
SERVED THE STATE OF TENNESSEE AS ITS COMMISSIONER OF 
INSURANCE AND COMMERCE, AND ONE THAT I HAVE LOOKED INTO 
PERSONALLY^IN MY SHORT TENURE AS FEMA'S FEDERAL INSURANCE 
ADMINISTRATOR. 
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I REFER TO THE AVAILABILITY OF THE FEDERAL CRIME INSURANCE 

PROGRAM. 

THE FEDERAL CRIME INSURANCE PROGRAM (FCIP) WAS ESTABLISHED 
BY CONGRESS IN 1970. IT IS ADMINISTERED BY THE FEDERAL 
EMERGENCY MANAGEMENT AGENCY THROUGH ITS FEDERAL 
INSURANCE ADMINISTRATION, WHICH IS AUTHORIZED TO OFFER 
FEDERAL CRIME INSURANCE POLICIES IN STATES IN WHICH IT IS 
CONCLUDED THAT THERE EXISTS A CRITICAL PROBLEM IN THE 
AVAILABILITY OF CRIME INSURANCE. IN 1991, 14 STATES, THE 
DISTRICT OF COLUMBIA, PUERTO RICO, AND THE VIRGIN ISLANDS 
WERE PARTICIPATING IN THE PROGRAM. POLICIES, OFFERED BOTH 
TO INDIVIDUALS AND BUSINESSES, COVER LOSSES DUE TO ROBBERY 
AND BURGLARY. 

IN 1992, THE NUMBER OF PARTICIPATING JURISDICTIONS WAS 
REDUCED TO 8 STATES AND THE DISTRICT OF COLUMBIA, PUERTO 
RICO AND THE VIRGIN ISLANDS. THREE STATES, DELAWARE, RHODE 
ISLAND AND TENNESSEE, WERE REMOVED FROM THE FCIP EFFECTIVE 
JULY 1, 1992, AND THREE OTHERS, ALABAMA, CONNECTICUT AND 
GEORGIA WERE REMOVED EFFECTIVE DECEMBER 1, 1992. 
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SUBSEQUENTLY, AFTER I PERSONALLY INTERVENED AS TENNESSEE'S 

COMMISSIONER OF INSURANCE, ON JUNE 30, 1993, THE STATE OF 

TENNESSEE WAS RE-ADMITTED INTO THE FCIP. 

AS OF NOW, THERE ARE TWELVE JURISDICTIONS IN THE FCIP: 
CALIFORNIA, FLORIDA, ILUNOIS, KANSAS, MARYLAND, NEW JERSEY, 
NEW YORK, PENNSYLVANIA, TENNESSS, DISTRICT OF COLUMBIA, 
PUERTO RICO, AND THE VIRGIN ISLANDS. 

THERE ARE 16,026 POLICIES-IN-FORCE, OF WHICH 13,866 INSURE 
RESIDENCES, AND 2,770 INSURE BUSINESSES AGAINST THE CRIMES 
OF ROBBERY AND BURGLARY. THE TOTAL INSURANCE COVERAGE IN 
FORCE IS OVER $161 MILUON. 

IN 1980, THERE WERE TWENTY-SIX STATES AND OTHER 
JURISDICTIONS IN THE FCIP,' IN WHICH 62,644 RESIDENTIAL 
PROPERTY OWNERS AND 20,019 COMMERCIAL PROPERTY OWNERS 
WERE INSURED. THUS, THROUGH THE DECADE OF THE SOS AND 
DURING THE LAST FEW YEARS, THE FCIP HAS SHRUNK TO ITS 
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6. 
CURRENT STATE THROUGH* I BEUEVE. LACK OF A VIGOROUS 

MARKETING PROGRAM AND SOME SERK>US FLAWS IN ITS 

OPERATIONS. 

WE HAVE TAKEN A HARD LOOK AT THE MARKETING EFFORTS ON 
BEHALF OF THE FaP THE PAST DOZEN YEARS OR SO AND FOUND 
THEY WERE VIRTUALLY NON-EXISTB^T. INDEED, PREVIOUSLY* A 
PREFERENCE HAD BEEN EXPRESSED FOR THE TERMINATION OF THE 
FEDERAL CRIME INSURANCE PROGRAM, AFTER IT HAD BECOME 
DOWNSIZED AND ALMOST MORIBUND, ON THE GROUNDS THAT ONLY 
A FEW STATES WERE ELIGIBLE FOR THE PROGRAM. 

LOOKING AT THE OPERATION OF THE PROGRAM, IT IS APPARENT 
THAT THE FCIP WAS MADE AVAILABLE IN STATES WHICH 
ACKNOWLEDGED THAT THEY HAD A CRITICAL CRIME INSURANCE 
AVAILABIUTY PROBLEM. CRIME INSURANCE WAS NOT MADE 
AVAILABLE ON A CITY-BY-CITY BASilS, OR IN OTHER AREAS IN THE 
STATE UNDERSERVED BY THE MARKET FORCES, UNLESS THE STATE 
ITSELF, CAME INTO THE PROGRAM. SOME OTHER CONCERNS WITH 
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THE PROGRAM HEEDED TO BE LOOKED AT, SUCH AS ACCESSIBHJTY 

OF INSURANCE, THE ADMINISTRATIVE PROCESS UNDER WHICH 

STATES BECOME EUQIBLE, AND THE PROGRAM'S INSURANCE POLICY 

CONDITIONS, AS COMPARED TO WHAT IS AVAILABLE IN THE PRIVATE 

SECTOR. 

CRIME INSURANCE UNAVAILABILITY IS STILL A PROBLEM IN MANY 
STATES. MY OWN STATE OF TENNESSEE IS AN EXAMPLE. 80 IS THE 
STATE OF WASHINGTON. WHICH ASKED FOR RErENTRY INTO THE 
PROGRAM IN 1991 . THE TERRITORY OF PUERTO RICQ HAS RECBiTLY 
ASKED FOR AN INCREASED MARKETING EFFORT THERE. 

ALSO, LAST DECEMBER, CONGRESSMEN JOHN LAFALCE AND 
CHARLES SCHUMER OF NEW YORK HELD HEARINGS IN BUFFALO, NEW 
YORKr ON THE PUGHT OF THE SMALL BUSINESS OWMERS IN THE 
NATION WHO ARE FACED WITH HIGH CRIME RATES AND 
UNAVAILABILITY OF CRIME INSURANCE. THEY CITED A REPORT ON 
THE SUBJECT CONCERNING A COMMUNITY OF SMALL BUSINESSES 
IN COLUMBUS, OHIO, AND I HOPE TO OBTAIN AND REVIEW THAT 
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report. mterestinqly, ohio, is one of the eight states that 
left the fcip in the mid-eighties to set up its own crime 
insurance program. 

i plan to be pro-active and look in on these states to see if 
there is any interest in re-joining the fcip. 

a serious and sustained marketing effort for federal crime 
insurance can help residential and small business property 
owners obtain the affordable insurance they deserve. 

we are looking at our policy forms, rates, underwriting 
rules, and available coverage to present the most 
Attractive, yet cost-effective program, that we can to 
our consumers. if it turns out that we overestimated the 

market to some extent that, too WILL PROVIDE VALUABLE 
INSIGHTS. 
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RETURNING TO H.R.3298, THE PARADIGM EFFORT WE ARE 

UNDERTAKING IN THE FCIP... STATE-BY-STATE, MARKET-BY-MARKET... 
MAY BE AN APPROACH MERITING CONSIDERATION FOR OTHER 
SERIOUS INSURANCE MARKET UNAVAILABILITY PROBLEMS ON AN 
INDIVIDUAL LINE OF INSURANCE BASIS, RATHER THAN ON AN ALL 
STANDARD LINES, COUNTRYWIDE BASIS. 

I HOPE THESE THOUGHTS WILL BE OF ASSISTANCE IN THE FINE WORK 
YOU ARE ENGAGED IN. ONCE WE HAVE A CHANCE TO THOROUGHLY 
REVIEW THE BILL WITH THE ADMINISTRATION, WE WILL BE PLEASED 
TO PROVIDE YOU WITH ADDITIONAL THOUGHTS AND 
OBSERVATIONS. I WOULD BE PLEASED TO ANSWER ANY QUESTIONS 
YOU MAY HAVE. 
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REINSURANCE ASSOCIATION OF AMERICA 

1301 FeoMytvMiia Ave.. N.W..Wadiiiig|oii,D.C. 20004 • (202)638-3690 • FKsfamle: (202) 6384)936 



MEMBER COMPANIES 
1993 



AflMfkan Re-Inwmice Compttiy 

American Royal RefaMunMMse CompMiy 

AXA ReinsuFBiice Company 

Chaitwell Reinsurance Company 

Cbriatiania General Insurance Corporation of New Yorii 

CIGNA Reinsurance Company 

Constitution Reinsurance Coiporation 

Employen Reinsurance Coiporation 

General Remsorance Coipontion 

General Security Assurance Corporation 

Gediog Global Reinsurance Cocporatioo 

The Mercantile ft General Rdnsurance Company of America 

Munich American Reinsurance Company 

NAC Reinsurance Corpontion 

National Reinsurance Corporation 

North American Reinsurance Corporation 

North Star Reinsurance Coiporation 

PMA Reinsurance Coiporation 

Prudential Reinsurance Company 

The Ronsurance Corporation of New York 

San Francisco Reinsurance Company 

Scor Reinsurance Company 

Skandia America Reinsuianoe Corporation 

Tkenwick America Reinsurance Corporation 

Winterthur Reinsurance Corporation 



The R einsB r m Ei AMOc i aticnof Anwrica(RAA)isaBon-piDftirMtesMociatioaof26piofeiiionalpropeitysn^ 

tese rnmnnlBi is the ss wii plio B of property and canahy idntunnce from other inawen. All membera of die RAA an eidHr doawMic Uai 

The principle parpoae of dK RAA is to pronwie dK imeraato of die property-cannky leiaamnce industry before die Coafiess of die Uaitod Si 
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Statement of 

Fianklin W. Nutter 

President, Reinsurance Association 

of America 

before the 

House of Representatives 

Banking, Finance and Urban Affiurs 

Subcommittee on Consumer Credit 

and Insurance 

May 19, 1994 

Chairman Kennedy, members of the Subcommittee, I am Franklin W. Nutter, president of the 
Reinsurance Association of America (RAA), and it is my pleasure to be here today to discuss 
HR 3298, the National Property Reinsurance Act. 

The RAA is a trade association of domestic professional property-casualty reinsurance companies 
whose 29 members write approximately 75 percent of all reinsurance written by that segment 
of the market. We commend you and your colleagues for examining the issue of insurance 
availability in underserved areas. It is the position of the RAA that resurrecting a government 
property reinsurance program as called for in HR 3298 when no market need for it exists would 
be inappropriate, and we urge you to seek more constructive means of addressing the issue of 
insurance availability. 
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Remsuianoe has been described as the "insununoe of insitf^ After evaluating the 

risks they assume, insuren purchase leinsucance coverage as a means of spreading those risks 
throughout the national and international reinsurance maricets. Today, the U.S. reinsurance 
market, with annual premiums of approximately $25 billion, consisU of professional reinsurers, 
depaitments of primary insurers and foreign reinsurers. 

Reinsunuice allows companies to minimize the wide fluctuations inherent in the underwriting 
cycle. It allows companies to protect themselves from catastrophic exposures. And it allows 
companies to safely write business their capital base would not otherwise aUow. 

iiowever, it is also important to recognize what reinsurance can not do. It can not compensate 
, for underiying rates that are not actuarially sound. And it can not correct underwriting strategies 
that leave a primary company unable to meet its financial obligations. In short, reinsurance is 
a tool that enables the risk-spieading mechanism to operate more efficiently, not a substitute for 
risk diversificatioo and sound financial management. 

The bill being considered today, HR 3298, would reauthorize and expand the Federal Riot 
Reinsurance Program to provide standard property reinsurance coverage for risks located in 
areas deemed to be underaerved. The RAA opposes this particular measure for three 
fundamental reasons. 
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Reiiisuiance for riot or other uitMui lisks is widely available in the pn>»^ 
Association of Insurance Commissioners (NAIQ found that to be the case in testimony belbie 
the Senate in 1980, and the Congress itself found that to be the case when it repealed the Riot 
Reinsurance Program in 1983. That fact has not changed in the ensuing 11 years. Indeed, 
reinsurance capacity has increased dramatically since that time. 

In fact, the NAIC conducted a survey of urban insurance issues in late 1992 asking each stale 
regulator ~ in extremely broad language ~ whether he or she had "any indications* that 
reinsurers were reacting to the Los Angeles hots in their pricing or coverage practices, or had 
received complaints about cancellations or non-renewals on reinsurance coverage. Forty of 41 
commissioners responded "no" to both questions, which I believe is a remarkable testimony to 
the existence of a vital and comp^tive private reinsurance market 

BeflDre entering the reinsurance business, Congress should look long and hard at whether the 
private sector has £uled to provide adequate coverage. In the case of property reinsurance for 
urban risks. Congress wiU find that this coverage is readily available at affoidable prices. 
Individual company circumstances may necessitate variances in rates reflecting a reinsured 
company's loss experience and the nature of its underlying policyholder base. Howevor, the 
-"^••Vet is highly price-comp^tive. 
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Proponms tif the bUl may aittte tiMt there is indeed an tnstifanoe nMrket fiultire, dting the 
existence of the Fair Access to Insunuice Requirements, or FAIR plans, as proof that the private 
insuruice market alone is not providing adeqtnue coverage to inner-city areas. TheFAIRplans 
were designed to be a pait of the solution of uitMn insurance availabUity, and evidence suggests 
that they have successfully service in that capacity. However, their existence has no hearing on 
whether private reinsurance coverage is available, and reinsurance coverage of FAIR plan 
exposure is routinely included in reinsurance contracts. 

The second fundamental reason for opposing HR 3298 is that it adopts an approach that 
Gmgress has already rejected. In 1968, after the Hughes Commission issued its watershed 
report on the link between inner-city vitality and insurance availability. Congress created the 
Federal Riot Reinsurance Program to encounge property insurance covctage for urban risks. 
The need for the program was immediately challenged as the private reinsurance market met the 
reinsurance needs of the. primary mdustry. Within 15 yean Congress repealed the program, 
which, by then, had only one company participatiiig •* hardly a resounding success. 

Bendes the market reatitkns that made the pvQgiam supcffluous, the structure and management 
of die program also left much to be dewed. Stales otyeeted to the heavy financial burden it 
pteoed on lliem. Insnren eritictied its rating system and lack of servke. And. the only 
bcnefk»uy of the progiim, beyond the handful of coiq»nies submittiflg claims, was the 
Crime fosuMoe Program whkh nuded the reinsurance prtmiums collected to meet its own 
monetary shortfidl. 
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EaciL of these oonoenn «miM apply in eqinl fofce to the pio^^ 

The third fundamental reason for our oppeaitkM to the proposal is that it in^ The 

bill's foal is piimanly to encourage insoren to write property coverage in tfienation*s inner- 
dties. However, there exists no significant relationship between insuren* ability to provide 
urban property insurance coverage and the availability of reinsunmoe. 

That reality, originally expressed by insurance commissioners in opposition to the old Riot 
Reinsunuice Program in 1980, is no less true today. 

Reinsofanoe only reflects the underlying risks assumed by the insurer. Unless. the government 
can reduce losies associated with urban risks or subsidize its own reinsurance rates, a federal 
mechanism that competes with an active private marketplace wiU have litde or no effect on the 
ability of insurers to provide acklitional inner-dty coverage or reduce insurance prices to 
policyhoklen; particulaily since HR 3298 requires actuarially sound ndiei. 

hk conclusion, I urge the Subcommittee to delier the creation of such a nayor program as 
envisioned by HR 3298 until tiKMe parties examinhig die issue of urban insurance availabitity 
have completed dieir analysb. State regulaton are conducting a comprehensive data-call 
intended to assess die uibaii availability issue; and Congress appears poised to adopt its own 
ftorm of disclosure requirements which should also shed much-needed lighten the issue. 
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HR 3298 is not the appropriate goveminciit foponie to this iswe. It is unneoessary. It is based 
on a model that experience shows does not work. And it would do little to address the concerns 
expressed by the Subcommittee. 

I thank the Subcommittee for this opportunity to comment. 
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VtixtOtm ftijtouiiiMon 

Good morning. My mmc U Setwyn WMtAead. I am the president 

and executiye director of the Economic Empowerment Fouhdation 

"■ -■■ ■■-■ i.- ^ , j> 
headquartered in Oidd«n4#i^CaliJbM^ t^I^ is a non-profit 

corporation that is dctetn^^^Jbi^hi^^'HJtk tbt toAAll business de?dopment 



and expansion and homi^^WnMh^ Hiti^^ tedudcal assistance 

resources back into UstaticaDjr undefsersiad oooimunities. These resources 
are necessary for those of tss iNho Ihre in these communities to aeate the 
economic wealth and stability fliat is necessary to spur oa die economic 
growth of persons and community of color, low^^to-moderate income 
individmJs, womcnt and conwmi^i^ based small and micro-businesses, Iha 
Fdundation also strives to sUn a £l^ on tiiose political slhd ngolaloiy bodies 
that have abdicated jM^igyysl>^% te^ 

and other financiaL institatioiis to peffbim ttebcapital fennation and and 
jtntkne^^x product scf^tet ftiiirti^wiS'ifl,^ p fpty f ^ff r pn^^i^ ffffy manner. 

Our diiectUm-rfOonopi .^m Board udddi is 

made }xp of real ^iNtfy day icaliMple ftom thioughMtthe ixjnununities we 
senre. Iliese pec^le and the oQier indtvidttals wt! rdy on fluoughout 
Oakland, California and the Nation to advise the Foundation, are not only 
knowkdgtiblajdw^^tfar needs of |heir ommunitiei, but are willing and able 
as wdl to assist die Foundation in peifiDnnbig the thoughtful fc s e a rdi and 
analysis Oat is necessary to being about ^ needed dmge. 

Because our primary foots U that vd community econondc 
development via access to die die financial services industry, we also utilized 
the services of what I call my *X3ood old Board" of knowledgeable mosdy 
white male financial industry inslden who for what ever reasons are willing 
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to leU us honestly what tt|'il^ of iigr of our pnqxisal 

might be on the economj^ ta^ptti^iMi;^;^^ %rty|t ilfegithre conscqiiences they 
might have on a partteuhr ^idustiy or faStltiitloB. 

Anned with this knuwled^ the EotmdatbxiL csopbyes ominiinity- 
based advocacy, educatoa^'and pcdkj-dirvilopihait to cnanmft avporaie 



.America in general «ndj;^^||^|)»^^ to Abandon its 

inetittttioQalised pncdoe 6i'ikDti'Sid^^ 

I want to take Ifab fipportiiidty tfa^nk Ms* W^^ 
aiMi Mr. Kennedy ibr hoUtti^ Ms lieiii^ 

discuss the merits of te UH and eqplain irigr I beiime it is a necessary 
component in an ovenD stfjlegy ^ miks prapciiy insuianoe mm aocessiW^ 
affordable and avaOafaio te UstorioaQy iindeiesit>sd cnmnwmlli ss Hhe Soiitti 
Central Los Angdes ttidBaslOsklinML 

I mtastinfaqnypaflMit low lo i poderaie income a^ 
and business owiie» in our iDbaii cmitars Bice 
Bast QaMaod desperittefariicgd tfia IftdiiedSiatifis Congress la estririish 

coiiecDnx "i^v^natHrii aPifiii me aDQKQaDmwV waaHHsaoEvaDn BBOHSwuirr or 
insurance piodycl8;aiid Investments iwiig with Ae- under iviitiQg practicss of 
the insurance industry in historically undersQVOd commmiitiits» This 
ovcistgn^ rq^ttiaiiGn ana isgisiaoen nmsi oe vsanmo tnrougn tne pess age or 
eidwr ttie CoQins or Kennady fawranoe Industry Ai^t^Bfrilfarfng Ads, vddch 
ever one csn be paaied baiD^ tfae^od of tha IQM 

Then ttds oveisi^t regilatinn and legMation ahoold cauae ttie 
in^iementalian of a series of targaled InmnliveB and penaUes that move ttie 
insurance industry to fulfill its covenant widi g o v er nm ent to nudce its 
products* services and investments available to all good rides in eMcfaangas for 
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the non-invailve ovoii^it hii tijogMi kii-dia^m. The necessary 
overslghl^ x^gulaticm ndyfjIAM^ ttm faidttilry to sedc out 

and senre the available pod oJT good iidcs we' all know dwdl in these 
eoonomlcatty isoUted conunMnltlCS. .life ncgewazy ovcnlghl^ icgulation and 
legislation should eontah^ W- ^w wd^ nftwito hfr* tfio industry report to a 
govemoring body on an":^tte]^ t^tw9her|g^^ iliatrdiow how it is serving 
these conunuiuties by product type, inarkeiiii^ inediod and investoient 
vddde. The incentive part of ttds necessary- o v ers ight^ rsguhitian and 
legislation should take ttie form of the Ms. Water's Natkmal Pr op erl y 
Reinsurance AGt The penalty pert can be d iscussed at anotter time and piece. 
Both components, the data collection and t)ie marifiet service inoentive^ 
of ftis necessary overetghtr" ssgul j it i on wd legtslslijMi must be put into 
right awqf because our communities cpn not vait end wiU no kmger 
denied access to the insurenoe i n dus t ry teeourcef we requires Ftxe we lut 
come to a point in time where our chUdrenli very lives dqpend on 
acquiring Sicse lesouices and ledaimlng our -•Mununltiee^ tlieir lega€y# 

)ri> God ieqnfa« cif ins W their ''paienirl :^ 



FMTWo: WhntisMyDcfinitiimofRedliiiii^? 

My de&Edtion of redlining is erection of aitffidal nrae-, gender-, or daee^ 
besed benliets Aat inhibit perscni of color and women from reacfaing Aeir 
full economic potential. In the case of insurance redlining it idates to the 
eredion of artificial barriefs to affordable and available insurance products 
and short and long term investment in communities of ate. 
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Part Thtet^lllf^f^ Manifest 
Jlii^ii C^fti^^ Like East 

Insunnce Product Redltel»|^ > , - 

Hrst to give you^'ii^iw^M^^ I have provided 

below at table 1 the East Oi^alitf^GraM Cbmm&rd^ Income Profile and a 
(snsus tract xnap whidi gives yfm a pktur!) of the pf^^ 
Foundation's East Oakland Reritslizalion Area in the Flatland of East 
Oakland. The seven designated areas indicate community controlled 
business development and homeovmership development projects or 
programs that the Foundatimi is woiUng to provide access to financial 
industry resources for the kKsl communily groiqps to get off the ground. I 
would point out ^at Area 4 is diE; focal pdnt of a successful revitdizatian 
effort lead by the leadership of the Churdi we are meeting in today. 

The profile shows that Bast Oakland is an economically vital 
community^ prpdud^ a.groM;.009m hftcc»me of neady $1.4 billion 
aimiially. The average honsdidd incoine is mpitfi ttatt $3^000. Ours is 
certainly a community where insuren^ could find some good risks to sell 
their standard and premium pioduclB. This is eqpedaUy the esse in light of 
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Tabid: Eatt OddiBidOtOgI f pmtnoniy.liicoint ftoiUe 



Ccntxal East Oakland CroM Onattmfity taeilBM IffOk 



Cexifui 


Ution 


Mean 


Tract 


Income 


«73 


1,?11 


$25,759 


4D74 


3,640 


$26750 


407$ 


3,812 


$26;576 


4D76 


6,201 


$33^51 


4077 


4,792 


$39,229 


497B 


^495 


$H187 



MadiaA P«Gip. 

Incoraa Inettpie 
$23,750 $8;r84 v 
$23,506 1^41 V 
$19,n3 $7398 
$29,208 $ll«a» 
$35,877 $15449 
$4^331 lia^ ; 



4082 4.153 $35,449 $31,680 :ftM35: ^^ 

4006 4.653 $25,388 $20^29 |9A13> v^^ 

4087 6,602 $30;Z70 $24;221 $10«3S2 

4088 4.752 $17,6S3 $12^36 $5^ 



Sub 43;ni 

Elsihuxtl Dittiict Gxvsa Conununiiy 



Nalgli* 



Fairfax 



^MaxwtUBtfliv 
IsMaXtyvflPtfk/ 



I^B^iKgir: 



Ccnins 

Tnct 

40& 

4084 

4066 

4089 

4090 

4091 
4092 
40» 
4094 
4095 



Poptt- 
latiioD 

4317 
3,399 
<578 
Z900 
3JSI23 

-1,936 
?,736 
i60S 
3,667 
%686 



M£an 

Income 

$41126 

$2i336 

$29,020 

$2^057 

$25,434 



MediattFtfGip 

$37,310 $16^ 
$19715 $M82 
$21JBS9 $9784 

$18;»0 $8^106 



xjBBOrlOoA/ 



Ncisli- 



EaibnontHilb 
Enbittit 



4096 i432 

4097 i^ 

4098 3^082 

4101 ^785 

4IQ2 3^132 

41(0 2:.993 

4104 ^890 

Sidi 57.860 



$29,380 $24722 0493 
$29,068 $2^550 . $M94 
$27,045 $23,523 $^1 
$2i790 fl9>089 $7>IQ9 
$25;Z25 $20734 V/39 

$27,142 $21492 $8^13 
$24400 $20702 $fll3S2 
$42,006 $33,864 $1^58 

$48,968 $3%833 HaaSS 

$30,911 $27450 11(1281 

$26457 S23443 $8^ 

$30,911 $27450 $10481 



QdmnUt 
GirdMtt 
Brookfidd 
SobranM Flvk 



Efanhnnt Fink 
HigMand/ 
Woodlaiid 
Wibii«/Cm 



GotfllRki '•■ 

LotMm ai 
fvyivood 
Dmflt Minor 



Hotttt Vahif 

$89400 . 

$91700 

$96400 

$125400 

$156400 

4164400 
^$145400!: 
JO3400 .' 
$96400 

$78^ 
Subtotal 



Mtdiaa 
Home Valna 

$166700 
$97400 
$97400 
$»400 

$82400 
$77400 
$83400 
$94400 
$86400 

1181400 
193^^ 
$97400 

$17%0OO 
$t3?400 
$110iff» 
$94400 
$121400 
Subtotal 



IncMne 

$16786;Q4 

$29497440 

$30.107476 

$68^446,638 

$72494^)8 

$34494rl7S 
$S94524T» 
$4240V89 
$6fl443;904 

S27479776 
$450704.638 



CaauuiJiitjf 

iMaaia 

$7^513,463 

$30189^8 

$44791.152 

$21816700 

$a90l,4l5 
$17797^648 
S2I856wM4 
$3090^405 
$27468,803 

$20488^594 
$39402.416 
$37475.648 

$£^025,256 

$3240(M'92 
$2^488^9 
$29712.090 
16^873,468 



A^acenl Oakland HUls Comomiiitjr GiBia 



1990 



Ccnius FopO' 
Tract lation 

4081 5401 

4099 4401 

4100 2,720 
Sub U822 

Total 11349$ 



Mean Median PtiQy 
Incone lacomt iDOomc 
$81480 $62480 $)1498 
$62422 $53748 $23419 
$60494 $54487 $29455 



Neigk* 



Mtdiaa 
Home Vabw 

Oakland Hm» $351400 

OiUixtdHiUs $270700 

OakkndHmt $256400 

Subtotal 

Total 



$185479498 
$100463^19 
$79429400 
$364472*817 

$1487^51^443 



Source: 1990 Census, thaOKklawiQiaptcr of thaNadonalAnDdakion of IMEitaleBi^^ 
the Anodatod Raal Ph>pert]r Broken^ bic^ 



^ Representing the 400 Ml- and part-time BIadix«Ble$taiebmker8 and agents to 
County. 
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East OaklatH^eyltalJjI^n- Target Area 1 




3LV0 






Target Area Census Tracts: 



1. Baneroft/Scminarv/FoothHI 

2. £ast 14tti« Sih 10 Seminary: 

3. Hegenberger and East t4th: 

4. 85lh and East 14m 

5. 98th and Edes: 

6. Cotrs«um BATTT StaHori Arta: 



C«ntut Traelt 

4074. 4075, 4076. 4077, 4087 

4073. 4075 

4085, 4089. 4095, 4096 

4095. 4096 

4091, 4092, 4093. 4094 

4088. 4089,4090 



7. Easimont Mall/Macarthur/Fbothill Square: 4082. 4083. 4084, 4086 

4097, 4098, 4101. 4102 



Pages 
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the fact that we residenti^ of^tbe tteilrafe dblx^ «]1 that we can to make our 
community a better plac^ t^Miv^. aiid Wotklbr- OUr children. 0ut that would 
require the insurance indbu^ i6 gotpait^to^^^ hearted race-, gender* 
and clas»-based undietv^t^^i|t^kh^ it as heretofore been 

unable to do. 

The most ironic tliin|L>i6oii^ is that I have for the 

past eight years been fighting with banks to end ^elr redlining ways and 
develop programs for first time home buyer and home xdiahilitators in 
historically underserved commtinities. And fighting with Fannie Mae to 
change its biased undervrriting guidelines so the banks can make the 
necessary loans. Now tftat die banks and Fannie Mae aie working with us in 
East Oakland t>ecau8e ttiey see an oppoitanity to xnake a profit^ it q^pears tfiat 
our efforts will be hampered by insurers who are too stiq^id to realize that 
they too can make a r^easonabie profit sdling standard pioducts to us. 
Inasmuch as ndttier a bank or Fannie Mae will allow a k>an to l)e made 
without proper insurance many of us are forced to continue to buy from fly 
by night insuranc^ioon^A^ have a foes 

or a loss thatis AQt w^ Fair Flan.; TtflSiJS INSURANCE 

PRODUCT REDU^^NG, and is bad pubfic poBqr and must not be alknved to 
continue. 

The State Farm Example 

Below at Table 2 are the results of tiie Foundation's examination of 
State Farm's market penetratfon in selected communities in Oskland. For 
the record State Farm is the largest insurer not only here in CaHfomia but 
also nationally. Also for die record, the Foundation is currenfiy intervening 
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in State Fann' 



i*s rate hearMl^bfl^ 



:of Xhaurance The results 



of the exaxxunatiori taaSl^DmC^ il^^ provided as 

evidence by me in that lie«thi$- pur tixapk cxatnination took tiie fdmi of a 
cx>mparison of two zip <i!iA^^ in Oakland for die year 

1991. One zip code 9461^ fe^ \a jftedi^ populatton baa^ while 

the other 2ip code 9460^^w&^i>iivc^ Weseettiat 

.■i, ^ :.:^"<%&:^t ■■:^ii^.'^i-t^^ ^ ■ ■■■■ 
the predominantly white'sdp ^ojilaltttt^ fewer families to 

serve had two State Farm sales agents wMklfatpnedooiinanfly blade zip code 

had not a single agency.^lhia piiidcaniiunifl^iw^ idp dsde wiftonly 67W) 

families had 10434 units of homeowner Insnnmee in effect in 1991 for a 

coverage ratio of 1.51 to 1, while ttie predominantly black zip axle with 9^228 

families had only 8,U1 units of hdmeowncss insqtanoe in efifect in 1991 for a 

coverage ratio of *88 to 1* Also^teDlng is tihe fipt tfiat State ?antt pfovides 

homeowners coverage to 304 % of tte tenDies in Ae white zip code and only 

216% of ttieiamili^^ In the Made lip code. Ihfere appears to be disparate 

treatment of these populations by State Farm which could result in 

supracxnnpedKtve premiums bdng fiuur|[ed to^ consumers with limited access 

to other carflei8»: ':■ •> 
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Ttblt 2. A Compariacm <A 5t)tt^9i^>teMQp^^ Cod« 94611 a^ 9460S to 



AU Companio VoUey CauB« j|Cti$M^;^MWk JMi^^M? jCms^ ^041 State Faun 




. yM^-W:^^t^ PJ' '' ': A»»tCouiili2 




^ ■'■■■U'' ^■\ :^ ' , '!j i. ft^t y ' -:■ ■ - 


CcAStM TtKk 


FoinilMlWrNlttlli«»^-:K^liidlHnM ^ ft Blade 


4035 


6,171 •> -yiH 3.H.:i-iM^ . 4U 


4040 


^m .; «.;..L V- wisso iw 


4041 


sja ;:-:;.:; vr.<«..g^*|r»i73» . ta 


4044 


.4430 A-.>^il r;'.^t**g^:ii.S?;IJ7j«0- « 
1447 » W^ 3J 


4045J01 


4045^ 


5,285 lAn W4.7S6 5^ 


4046 


4,112 uc twaa is 


Total 


29,»2 - ■ ^4ro > 


Lfailis of InfuitfKX 


State FnfrFemlMe ^ "> FiniUM Fv 


Cowrage Per Family 


OiAwtSmtCovm^^ SteteFtonAgem 


1-51:1 


304% SUO 




apCMe9i«IS 


An CompanlM F0IS17 Covat: M^ State JaaBFaUqr Govitb %0ft9 State Fami 




AnnftCoitiiti 


CcnavBl^adi 

40B2 

4083 'y'^A:'::^l 


F^mUkHmi MdlfBi IM taeonc • % Blade 
^17 ^ :^ tm I WfiS : 59.0 


40S4 


:3^ • W : |27;35i 833 


4087 


-^2QZ ' USX 131065 687 


4097 


;«499^ W2 820m : 81.4 


4098 
4099 


;%08? : iP6 r 8311^ : 8L7 


4100 


.•X*49.f : •» r^; SA364 "... 48J 


4101 


IMWa ^W $36,«M ^ h 75.4 


Total 


.3^981 93» 


Unite of temantt 


State Fac&i Feraenttge : FunlUes Fv 


Cowage For Flvnlly 


Of A^ailible Govei^ State Fmn Agent 


Ma : 


■ ,.-.:,. ..aw,,.,.;.... . v.- . 



SoufOK XflaCMlfoniiftOBpiitiiMntof IniuiaiMii^tM 
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Investment Redlining: 






The property and Ciiitudt^'tnBUXf^ plays a major role in 

keeping the American. ^<Sgfi^^^^ iMckstop the 

extensive commerdal aji^Atil^^k^ of the nation. Further, 



surety bonds are reqiiii^ ?6]i a£b:iott a& public works and commercial 

construction, to protect agairils^ loss nt the Went ft idontractor fails to fulfill a 

contract 

In large part because oJF iiasuranoe coverage^ Americans - business 

owners and employees, home owoers, and car ovmers — have more financial 

protection and a greater sense of security dun any people anywhere have 

ever enjoyed in the history of the world. 

Firms in the United States insurance industry are primarily known for 

their activities in the provision of indemnification against economic loss. 

However, a significant aoioimt,of the income of firms in the insurance 
ixidustry is derived tor t\.' . other activities - financial intennediation in the 
XJJ5. credit market ftnd mimagement of pension funds.1- 



X A13Mcrtoliv«Aji«lyirit«fthtInMir«wftIiidiiilrylnthtUii^ 

Si d i om i uiU tBeonPbliyiiwardiandlnsoiaiiceofttieODinirf^ Uitan 

Afidis Houfe ol Rspimnitlhrci, OlM Honlied Scoond G^ 
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Tabled: Lending uf Pxtnic 
Institudon 



ttal0Olc4Uri4iimiMUiillidSlitef,1988 2 



Ty Ti -■: 










S&U 



j-o> 






^"^ ■ i$ ')li *-! t'. j£ S^; J;^ !: Wk 



H3 



Mutual Smrings .174 

Credit IWo^:. l^ . j 163; 

Insurance Sector 

LUelnsuiets $1013 

State Pension Funds , 34i> 

Frivaifc Fensions ; 314 

OAer^tnstarerr , 29.7 

other HnaadaLInatltaiions 

Hnance GompiniM/ $ 39.2 

Kbitual.Ptai^ 11:9 

Man^:Mad«tFuniii 107 

OAer Bnandal Instittiliaiui 2&7 

Total $87.6 

Grand Total $561.2 



Market Sture 



28% 

15% 

3% 

3% 

«% 

18% 
6% 
6% 
5% 

35% 

7% 

2% 
2% 
5% 
16% 
100% 



Ttie importtnee of die insortnoe indusiiy in financial intermedialion 
cannot be too greatiy staled. Lnmuers depend on income derived from the 



2 ADMqtpttwAii>>y «iiof^ liiw B>ac>l ^ 

StibcpnuidltegcnrFolky wwMdi<iidJiMuiitioi6lBifCpMwaMMigi ttttflJi< fc l l MHce aiidlftt>^ 



In te UiiiM Stotai^ A Report ty the 
;HMiieei 
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their activities as financial intermedlArii» tp generate profits and cover such 
losses as niay result froxtltihiiirini^^ Because of 

their large holdings of ^muwned jpfiiiii^^ reserves and loss reserves, 
insurance companies !r^|^||€;lsl^ 1o&ii(dil§k3^^ funds for U.S. credit 
markets. Forty^ix pcxcefll: 6f ;t^ flnftijrii% ^jtet^domcstk corpofaHon and 
foseign bonds on 1983 ciuieitfA^ieJti^^ For the same year, 

seventeen percent of U.£ Treasufy seeiirltfiis Were purdiased as investments 
by insurance firms, and twelve percent of all inortg^gas lield by private 
financial institutions wcie financed witti iEimding ftom Ufr tatnxance 
finns3 

Total incosM of all US. property^aiualty insurance companies 
in 1989 was $11^ billioit Ptoperty<asual^ Companies lost $204 billion on 
their underwriting activities in 19S9, while investment profits were $30.5 
billion. ^ Investment in U& credit markets by property-casualty insurance 
oompanies totaled. $<M4.7,Mllion in 1988, making7pr^)erty-cisualty insurance 
companies the six the Ijftrgest of private domestic institutional sources of 
funds. * 

Fifty one percent of property<asualty assets in 1988 woe imrested in 
tax-exempt jsecutities^ wi& 98 percent of all insets invested In seouiities of all 

For ttie most part iasunmce omipanies hav^ been telathfriy free of 
control over ttie types ofinvestments they can make Most of tiie investment 
regulation insurers face is Ae requirement that ftey be aUe to demonstrate to 



9 A DcKiiptiTe Ansfyste of ttis Imonuioe Iidittay in the United 
Subcxniurttlee on Policy remrdiand Innganctof tnc ConuaillBc on Bmlrir^Rawcc and 
Afhdrs Hoose of Ri^Mttcntelivf^ ^isHnadied Seixwd Gon^l^iati^ Maich 

^ 19S849 Fkqperty/Qunally BkI Bool^ pi^ 22. 

^ bisoianct biloiinafbhintlllitl^ ISO, NAII RGDort Ml Yeir 1989 Ptopnty/GMOiRy 
Indusby Hnandal Resulla^ inwnnios Ncii% Miidi 26^ 199a 
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a State insurance regulator tfait fiitit investment portfolio is not so risky that 
it is likely to cause problems whh solvency; Hie portfolio must also be 
sufficiently liquid to enabte the ^nsomr la meetidaims in a timely fashion 
even if the final markets^if^i^^p)?^ ii die itockmarket dki during 
the fall of 1987 andiheis^iif 190% c^^^^ of dalms made suddenly 

increases, as might d^ctir^db^^ catastrophe wch as Hurricane 

HugoortheLQmaMeta^«if&^^ ^ 

While property<a8Ualty insurance firms are^ like Ufe insuranoe firms, 
relatively tmrestricted in Adr investments, ttieiir investment appear to be 
responsive to Ae need to hold fdativdy liquid assets whidi can be marketed 
readily if actual daims exceed diose predicted. Thus, property^asualty firms 
hold approximately 7B percent of fteir assets in tax-exempt bonds and Federal 
Government bonds (US Treasury and FMknd agency securities}. The 
remaining 22 percent of flidr assets aie jdaoed almost entiidy in corpcwate 
and foreign bond^.wtth a-n^jglhle prapoilton placed in mortgAges. 

Again I w^utd.like^^^^ like to again use my oommmdty, our 
community' here xir|Eait OaUand, ta put in context an exanqde of the 
investment needs of ttie inban community. As detailed In my 1992 Reports 
Craif^^ and CairiM Vtub mCoitnd EMjuiiEM (Mkmi , Bast Oddand has 
a home ownership and home rehabilitation loan recjuirement of 
approximately $S7>opa,opa^^^^ year azid a cammunity based business loan 
requirement of appxoxiiziatdy $250400,000 per year. In addition we need to 
underwrite an community based business equity capital pool of at least 
$5^00,000. This funding is^requixed to put our community bad( on a strcmg 
economic footing, generating cammunity wealttu. 

I can almost guarantee you tiiat none of Ae top ten insuiers in the 
State for California's assets have found tiieir way Into Bast Oakland or any 
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other historically undofsiiirv^d: coinlnuhity In CilifosnU. THIS IS 
INSURANCE IbTTOSl^dlii^ ltp|(^^ ptiUic policy and must 

not be allowed to GonUm%;^| :■; ^ .|^^'i^ i . g K 

I am pleased taJn^c^ti^ Commtaloiier, John 

Caramendi has put Insiuid^ m it^it^ matter of puUic 

policy insurers have ft responsth&ity to ixtake sound investment; faiduding 

investments ii^ persons of color oWned biisineases and historically 

-underserved communities, in ft ndn-cliscriminftlcvjr fashion for die good of 

our local and nation^ eodnonqr- Ji^ CaHfetnift Diep ftr l^^ of teunnoe has 

also determined that A^CaUfoixii^ Ih^ohmce CodBM cbntentiy oonfiguzed 

allows for investm^t In persons of odor owned Inislrteiics and historically 

underserved conununities. And tfie Foundation wift Ae asslstanoe of the 

Commissioners has. ixttrpduced to flie Nadonal Assodatkm of insurance 

Conunissioners ft friOMfifork inwfaidt safe snd sound investment can be 

accomplished, monitQjred^ftnd oontroUed by regulators. 

Fark-Fpttn HJL 32M Fhrrldes QaeOtftcllneft 
feNecctsary Cownwinity^lterttsUiatliiB 
- ToolilluitCaiiBeFmvidcdby 

• ■ • • ^\ -: cr^- ^instuefs ■- " ■ ■' ■ 



Item thai litmaiie Fmatfk ftnd rnrnnwnitfea ol Ctolor A 
Agency Appointments 



The residentt of thie urban cori^ must fiiid ft way to oompd the 
insurance industxy-to creftte ft medianism to Inotftse tte number of 
community besed, of-color snd women owned insunmoe agencies and 
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brokerages must be negotUted witb the major nali^^ Thisbecattse 

these agendes and brokeia^ would be In the bevt position to achieve the 
conoirrent goals of mokUig iui^:lh<'Cpi»^unl|7 has access to insurance 
products and making siitvjoi^ ^ ^1m^ |K^^ are booked for the 

insurers. r--^ ;&i^5^'"^- v^-!^l?^ ^-^bi i < 

Insurers should deviito|3E iftp^r^^^iabsh^ ^grains to help develop 
future agents, mentoring and tedttikalaifebtanoe programs for new agency 
appointments, and devilop a investflient pool to help capitalized new 



It#m TWO! Aacirt in th# CrgaMim of Capital fog Qf^Coliiy Cftntmntilfy 
Ffonmnlg lUvitaHgaHmL 

An Urban Eopiioiilic .Biii|Kiiyccuieiil M ftim • 

IMng Ifaei siidoe^^ private sector funds^ we must create a 

fiaditkmal iiu4uai;£(md.^^^ ii(«i|cqni8(r20iies;:^ tiie dbart^ to 

invest in any of the load, state or Jederal designated commtmlty 
devdopmesit flnanciei ^institution .or giowlli orieiited person of color owned 
business or bu rin ess: located In community esipowennent zones natioiiwide 
wliose employes a^ 60% or more residents of tteWnmunity, 

Investors would refseive market rates of letum from a managed, highly 
diversified portfolio of debt^ convertible and equi^ securities of profit- 
seeking businesses willing to k)cafe wiOin community empowerment zones. 

The availability of capital from Ois spedaUzed source woukl augment 
federal and state taxand Job training incentives. 
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Like Investment ftindlif ^ledicatttf 16 tnvinmmentally sensitive uses, 
the Urban Economic Emi^oi^^rinettt Mtttliti Fun4 should appeal to socially 
motivated investors wlth^itu^^ Indudin^f pension funds, 

foundations, churches^ chadpidyi^o^^ and insurance 

companies. ^"^ 181,1:1^11 ^li I : V' 

Launching sudi a ^3^ ieqididl fhfi%<idallxed management servicing 
capabilities of a ma)or asset maniiger. In cnier to induce the launch, seed 
money investments might be pledged by pmpective investors in sufficient 
amount to allow die fun^ io^M^^ iw |nc|^littai: ^ 

The sponsorship c^ iudi i fiind^ni^ alsb^ a low cost and highly 
visible way for an asset maiuiger (o conbiboie tol whiiicBt id the mtMn crisis 
while potentially benefitting fiom defdoping new asset sounss. 



B. Comniunily-based Fiupeily Kffaiiwnince Ow^Nny ■ 

We nrnst find: a i^y to oeate a oonuniQiity-sponsored reinsurance 
conqwny as>aA In^sfanent^Ju^^i^^ yd^^forilocal capitaL As a 
xneans of attracting <mtside businesses and invesbnent Ae cmmnonity could 
develop an insurmte fund for tiie scde purpose of mitigating die risk of 
ddiberate fiituffe piopei'ly dainige*- , . ..; t .^ -' < 

Beaiuse reaoblmts would lum an ownerdii|y! slake in die fund and thus 
put communis capttill at nsk;<^ die ODnu nuni ty could market sndi reinsurance 
not just aniohd far daims recovery, tmt more importandy as die financial 
embodiment of the residents' commitment to aclivdiy promote a safer 
business environment.,; -. 

Traditional property insurance wouU provide convendonal coverage 
%dth diecommuiuty«sppi«K}rBdrsinsuranoe«va9ablercmly toindemxdfy for 

n«tll 
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deliberate damage to the inittfed preoiiies. .' Local investors - including 
individuals and Institutions - would pool their money for common 
investment and as a reinsUrance^eservt' :'. $0 tpng u deliberate property 
damage were avoided, i^ictifiit d^ be available for 

reinvestment and a com^i:^4in^mbn£^| I ^ $' - '" ^ 

Uunching the rei|U|Me^^iy^^ assessment portfbUo 

management, investor solldU^Ion, WflcetiAg, premium collection/ and 
claims-paying services. 

Capitalizaiioh eouS^^Uke^S^ and ecpity investment 

drawn from outside the commtiifti^, private placement of debt wittiin the 
community (churches fnd oAi^ commtmity organization as well as 
individuals, a legislated insurance premium surcharge, and tiie stand— ]t>y 
pledge of securities from pension funds. 

Critical local partijd^fiwtiqn d^ inWalfy boot^strapped by granting 
residents eqitityp)fft|dpa^^ pool in iMirn for labor contributions to 

comxmmityi dei^O/^^j^^ ^Withdrawals^ of capital created ttirough 

such "svrei^i^eqtin^wc^^ Himevir dividend p^mcnis 

would be xiode after a ipedfledlK^^ ; 

lite reinsut^^would not be seen as competitive to existing insuranoe 
providers because they woiiU^^cof^ insurance in acoordanoe witti 

tiieir own underwriting sta^lardC pridn^ ami servicing c^ 

C Assist in the Itaderwdtliig a Ferams of Odor Owned Fropetty and 
Casualty Insttiance Company 

Curientiy there is not a si^gk African American owned property and 
casualty insuranpe company in the Uidted States.: As SMdv one of ttie above 



1 19 
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mentioned investment ttnlli^ii-^hbiild 1^ imptanent ix& an effort to raise 
the minimum $6 to 10 milUoTvIir-oiptbM:iittdbd to launch such a compax.y. 
Such an orgaidzadon wltt j^^|i jttd JT Itab^ «f ielltf urert to hAp spread its 
risk. The exiting idji*ua|la^&^ 1^ tipped to provide not only 

reinsurance but 



Item Three; HiL 



The National ftapi^ylmaw^ Att^ft^MOiiBMlgied^^ to assist 
those insurers, ahneady trt the 8iaricet|»laoe wlu^ gemdtiely Yvhat to make 
money serving our coouhiinitiei by fxroviding them wiA a reinsurance 
mechanism. 



FaiH^IM of flJL 33Si8^aiefiti 




iiiioicrs -io:iettttBLtti|^ ueae. nitdftmiad Ifima^dfy aveas? 



2. ' What tevd or mtdianign of a ithieiginfle inctittbe would 
encovnigtf iiliitteipilo Hftdinf hBpiniwg: iwciHifty ijilal 

Because we aie basically dealing with radm^ it Is very hard to 
find an Ineenlive to cobAm it- Howevor what KK. 3298 can do is c^er 
sinoeie insurance a measure of protectfon as fliey learn move about us and 
start come back into our communities. 



3. IVhatafethebeneBiioflULKWBOtaddieisedbyaie 
current federal dime insurance piogian? — - - 



F^» 
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The Federal Crime Insurance ftognm offered but on 
n\echanism: crime protection. A dditio n all y it is a primary insurance vehicle 
and not reiiuuranoe. ^Eu«nl^lri|;|eadecLtb urban consumer from 

the regular ijisuTw«»^flM^fli^plicPr^;ji^^ T ■ > 

4. How Mrdd^ ibsi^afbKtlbt afbrdability-and and 
availabiUty of comoctdJtttcD^fMlpcAylnAaance. 

As I Outlined Jn p(i^,felir^||bo?e,nilii^^ ili but one of an array of 
mechanism that caii-kiiji lb the reviteBzatioo of Mstorloally undeserved 
communities. 

Additionally i| ColtgRSHi is prcpved to bail out Oie insurance industry 
for its mismaruigettumt ind "divci^ underwriting in communities prone to 
identifiable foreseeable iiatniil disasters sudi as hurricanes and earOiquakes 
In wldtg upper Jjcgme^OTmrn Natural Disistv MltigatLor^ 

Ketief, and Insurtn^Acttl 1933; ^^oes not OmgrciM havi Oeduty to protect 
coimuners jii Ae jl^betLlaDri ivha;saS|r^lht effaists of- the u&natuxil disaster 
Of radst ia«nm|pq|f£ ^,x^^ ^:fe / : t '^'^> > ^s s ';!-»' i - 

The oOsf fiuiU I ftid wiftjOit bill i| that In Sedbm 1225(c}, National 
Property Ilebism^fu^ JPus^to^ liimt: Of investment of 

surplus to only Ud^ Stales obUgations. I have atttidi^ at ^pendix A my 
argument ihat ail^ichllties involved Jn the fmanagament of insurance 
portfolios should jilivcrsify their investments tfaxoa^iout the entire 
economy, indndiinig Inv estm e nts In historically undeserved communities. 
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PartSifc Conduiion 

In dosing I will teU you that obtaining access to the ecanoinic resources 
which can lead to fhe-^fioonomjic d^tjpotnnnant of of<dor and low-to- 
moderate income ;GqKtmi|)k]tier> sIm^ mjinen. and oommunity based miao- 
businesses is thelu^ ^^^oi^liiLt^ in the United 

States. Tlie Econcsmic GtepowmeU: IbQtii^ 
at least a small portion of this undiaxted tendlory. 

We need th^ ttipptprt of gotmrneit in oar efibits. Tlie activities in 
which the Eco^oa^ta^^^ Foundttton is engaged and are intended 
to enhance the htinon dignity ioi Oe oommonities we serve by providing 
support for cojountJBEdtyvinei^^ personal: responsibility and 

parttdpale activelyiin delennining Hut ujarse of fhdr o«m lives and the 
lives of Ihdr oommonity. in l r^ipifaHsHc aodety In onr American society^ 
controlUm; pnej<^i^oj«|plc'; IJitta^. tpdndfag^ ftnoMble access to 
propetty insQtinct^^ls fliji ttWBirfiinn^^tif hnaiaii: dignity. 

lliankyoaiioryo^r|itin^ K ^j .>*;" ^^ ^ ^/ 

I dedarci imdtf penllQr.<)f peijiny nnte At lavs of Ae Stale of Cslifbnda 
thatbefcq^l^Dtaig^i^ Exeoifedin 

Oakland, Catifomia^cm^^^ : 
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TrtuUng DtotnificatuM for Disawtian 

Tradipg Diversifitation for Discretion: An Antidote for the NAIC 
Pigeoned Holed Model Investment Law 

by 

Selwyn Whitehead and Herbert Whitehouse 

Abstract 

Diversification is prudent. A set of pigeoned holed investment criteria that 
precludes diversification into a truly efficient portfolio, is imprudent Insurance 
company investment managers need both the impetus and the discretion to 
diversify. We propose that the NAIC require the necessary diverslBcation; but 
that it permit the discretion necessary to obtain a diversified portfolio. In other 
words, we propose that the NAIC, through its Model Investment Law, trade 
diversification for discretion to yield that illusive "acceptable middle ground** 
between the untethered "prudent person" and the micro managed pigeoned 
holed investment management techniques. 

The theoretical risk /return foundations of the NAIC asset allocation model 
can not be supported. Academic research is now placing the foundation of the 
efficient market hypothesis (EMH) - the Capital Asset Pricing Model (CAPM) 
and Beta — in doubt As the reader progresses in this proposal it will be 
important to understand the investment managers who largely determine the 
allocation of institutional investor investment capital have, for the last two 
decades, relied on the proposition that the expected return on a portfolio 
should exceed the riskless rate of return in a manner that is related to the 
portfolio's beta, or correlation to the overall market's total systematic risk. 

An investment skew biased against inner city and small business investments 
is an inefficient portfolio. The CAPM in measuring the risk of a portfolio, has 
as its theoretical imderpinning the relationship of a portfolio's risk and return 
to a true market portfolio consisting of all assets, which was also, by definition, 
the most efficient portfolio. In practice, however, portfolio managers have 
ignored this fundamental risk/return and diversification conclusion. Instead 
institutional investors have chosen to largely exclude fl\e entire non-market 
segments of our economy from their investment portfolios, including those 
sectors of our economy represented by the inner dty and small business. 

Insurance companies, by their very act of redlining inner dty commtmities out 
of their investment portfolio create a risk that would not exist if our 
communities were not redlined. If the academic crises regarding CAPM and 
the EMH has any imluenoe at all on the direction of our fundamental political 
economic structures, it will be to encourage those who have argued that 
markets are embedded in, and are currently influenced in a very significant 
manner, by the institutions of a sodetv - induding the economic institution 
that most relies on tiie theoretical freeoom of markets from such influences as 

The Economic Empowennent Foundation Peteuaiy 1, 1994 

Selwyn Whitehead and Herbert Whitehouse P^^e 1 
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TnuU^ Dunn^itMnoH for OitcmUoti 



the basis te its Qw»i 0$^tfc^ o£>«le$c»ilroe8 decision making: viz^ the 
institutional instirance (t!0«^iny ix»^^^ 

The insurance industiy needs to avoid ¥^t hUA become the **man on the 
streeT poreeption of insui!ancfe aHt^pany ilsk; rvutnAy, that **my pennon is only 
at risk if it is insured"; and If it is insured I hope it is in a separate account so 
that it will be invested properly and be free from typical insurance company 
risk. Without proper discretion to match il3 portfolio to itt liabilities die only 
insurance company buaines» that will continue to grow will be its separate 
account business. Even rlskless" investmfinte tnay be very risky relative to the 
liabilities that an insurance company has to cover. For example, short term 
treasuries that do not have interest rate risk are not appropriate for funding 
long term liabilities that will move with Interest rate changes. Eadi insurance 
company, dierefor, miast be given the flexibility to set up its own asset 
allocadon, unconstrained by the pigeon holes of the NAIC proposals* 
However, what the NAIC must do is to establish standards that set forth 
a level of confidence guideline^ This guideline will establish how sure die 
insurance company mtist be diat liabilides will be covered over an extended 
time horizon. As the desree of confidence re<quired increases, insurance 
companies will be requirea to have a very precise cash flow matches to its 
liabiuty stream, reduced defattlt risk using both diversificadon and quality 
criteria, investments widibat voUtility risk unrelated to the volatility of the 
liabilides, and/or higher ieserv^ However, within one simple confidence 
guideline, die insurance company can be free to adjust die various factors that 
go into meeting that standara 

Investment polides skewed around large national corporations denies our 
economy die productivity of small bunness and persons of color owned 
businesses. TO ensure that investment polides are meeting the needs of the 
economy each insurance company should work with the insurance 
commissioner or the governor of the state in which it is doing business to 
obtain an und^rstnihdixig ctf the economic knd investment needs of that state 
and should/ to the indent diat it can also meet its required overall confidence 
guidelines, asa^t the state in readiing its economic goals by assisting in the 
development of innovative investments tiwt create capital for small and of- 
color business arid ixinisr dty dbmmtmity eootiomic development. The 
attached White Pat^ outlines the rattonale for this cooperative investment 
approaclu 



Mmiuy 1,1994 
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•nmdb^Dhttn^laMamfarDiMefaH&m 



Periiapi the greatest symbol ol oorpdrate faitemetionel power is the IBM 
Gorporate headquarters in Annoiik New York. On Thvrsdayr January 13, 1994;, 
die front page of the New York Times reported that IBM was considering 
abandoning its headquarters - a building "best suited to serving as die palace 
of a corporate kingdoin.**^ 

For a quarter of a centtiiy/WM bed dominated die worid computer industry. 
Armoiuc represetited mlM^ diexi lus^ ih^^^^^l^^ company in the 

world. It was indeed a ^'attfxnmte iQngpcbm^" ^ 

sovereignty and independence. Like m«ny odier American multUiadonals, 
IBM even operated its own lofeigh affiiis. IBM didn't just dominate the world 
computer market; but it managed its own colonial empire with diousands of 
employees in manufacturing operations all over, die ^o^. American's large 
corporate empires have been opented largely independent of govenunent 
direction; and diey set dieir obfecttves in spfendid isolation from any national 
policy or odier cooperative American agenoa. How ever, diat is not to say that 
these policies were being set in opposition to United States government 
policy. Corporate independence was our national policy. 

Despite dieir size and preeminent maricet positions, American corpK>rate 
strategies were designed to maintain a position of dominance, not for global 
competition. The need for diese once dominant corporations to 'Reinvent 
themselves" caught many Americans by surprise, including die portfolio 
managers for America's institutional investors, who held 60% of the stock of 
America's larsest companies in 1990.^ Like many American corporate g^ts 
IBM not only had an aura of self«ufficiency, but of permanence. But diat aura 
is gone And IBM is not alone. As the New York Times went on to noter^re^ 
tenants are in dwindling supply." Ironically, it was their very independence 
from society and government that now denied them an advantage the new 
^obal competition was bringing to die market place; namely, die teamworl^ 
cooperation, and planning of entire nations or dty states. 

That coordlnaticm and mutually supporting institutions are key differentiatii^ 
features of these disciplined economic competitors has been wen 
documented.^ If we have recognized die elements of global economic success 



1 Steve Lohr, 'LB.M. May abandoii Its Ifintop HeadquaiterB," New Yoik Hmoy p.l, Januaty 
13,1994. 

2 Dr. Carollyn Kay Brincaio, histitntional Ixiveslon and Capital Markets: 1991 Update, 
Columbia Inttltutional Investor Project Cteitsr for Uw and EootKiink Studies, Columbia 
Universily School of Uw,(Septiiiiber, 1991). IMS study also indkatea that by 1990 over half 
of Business We^s top 1000 companies had over 50% of the their equity held by institution 
investoiSr up from 45% Just three years eailier. 

3 See Robert Kuttner. Hie End of Laissea-Faire: Natiofial Purpose and the Global Economy 
After the Q>ld War, Alfred A. Knopf (1991) (Suggests that "devotion to Iai8sez*faiie~. 
impedes the tasks of dcfihingaur stnileg^ goals in 4ie woild, (and] restorii^ our own eoonom^ 
health.'^; George C Lodge, and Ebi P. Vogei; Ideology and National GompctitivenesB: An 
Analysis of Nine Comieit$, Hanrard Boslnese Sdiool Pkss (1967) (Condudea that the 

"* policlBS have Gennany and Japan an edge in world oon^elitioiv and suggest 



tfteadiAm M)niaiyl,1994 
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why don't we act on that knowledge? Some daim that our democratic 
government lacks the will to reof^ganize our pditical and economic institutions 
to deal with global economic dumge. Otheis remind us that very powerful 
governments often fail in tiieir attempts to exeats better and more prosperous 
societies. But economic realities ke^ pressing for a response. Our current 
economic organization, de^te its htktd start; is stniggimg to compete with 
many better ooordhmted and better organized economies. Nonefteless, we 
hesitate. And we hesitate not because American business does not know 
what it takes; but because it tajkes ^ kind of cooperation that only comes 
from ^e coordinated efforts of an entire society — cooperation and 
coordinatkm that by defibitlon yM be Uddng if attempted by bu^ness alone. 
And that means government integration, and the revision of a financial and 
investment structure build around/ and designed to promote, the 
independence of large national corporations like International Business 
Machines.^ . 

tJMit America's indlvtduiligtic b i u i nc w Jdeoiogy b too atiw^ iug r tiu ed into our cultuie for va 
to diu^.); Midiad E. Porter, Hw CampHUhw Adtr^mUga of MKiMi, the R«e PreM (1990) 
CEspediAy not Porter's anq)tiiiis on dostering and i^gioiu^ creating competitive 

advanlagB. Poitm's preacilplion is based on Mk identiflcation of conpetltftve Industiial dusters 
around the worid. Primuilylt suggests that icglonswiD lend to be soooBsaftdv^ienthQrp^ 
industries lelatBd to their existii^ strengths - the rq;ion can not compete globaUy if it allows 
one cnrponition to eliminate oompetitkmat home. Porter also describes a amtrolled branching 
process in suxscessful economi^ that limits growth to rdated, and mutually reinforcing 
industries. Because these competitors are r^onally dustered, and functionally related^ 
regional govenunents can effectiveiy provide support Moreover, Porter suggests that it is die 
very existence of diversified competition in regions that dlows a natural process of 
oooperatioiv mutual suppov^ and in t e r a cti on amoi^ the rdaled regional firms to dcvdiop and 
enhance ttie gSobal cMipetitivenBSB of the tntiie leg^ ^ a vto world oompedton.). 
4 But our hesilation is not uniform. It is primarily a heeltadan of ouriufionalGorpoiations and 
the national institutions built to serve those ooiporatfons. At the state, city and regfonal 
Ievd«» pnbUc and private partnerships^ for the very purpose of creating Michael Pmei's 
competitive regions are alrsMty twoootfng the nexus of our new global economy. See Gary r. 
Seveison, TTS TIME TO RESTABT THE GLOBAL ENGINES - PUGET SOUND BUSINESS 
MUST FORGE ALUANCZS TO BETIER COMPETE IN ATOUGHER WORLD ECX3NOMY, Tfttf 
StatfU Ttma, September 5, 1993, Sunday, Final Edition rwhetfasr wefikeitornotweareall 
a part of ti« ^obal economy.... Autiior and urban essayist Jane Jacobs was right Shehaslong 
held that dttes are the turn sours of enagy in national economic Ufe. Afong with Midiad 
Ftetsr, Kenidii Ohmae and Nsal Pierce* she has argued that polic y ma k er s need to pqr more 
attention to ttie economic devdopment of ci^f-n^giona. One of tte ftmdamental conclusions of 
the National Lesgue of Qties' 1990 rqmrt Toward a New FoBtical Economy of Metropolitan 
R^glons^" wm ^tmetropoUtan economic regions are the fundamental components of a dynamic 
system of natftorud economic regions^.. In odier regfons of ttie world, people have long been 
Gf^ganising themsel ves to be moie competitive in the world econ o m y, snd we need to catch up. 
Taiwan to a good case in point Last year, lUwan's vice minister of economic attdrs led a 
business mission to Seattle in sesrdi of business partners for Taiwan's $300 billion national 
development plan. Togedier,TBiwanese business and government have identified 10 industrial 
sectors for immediate development, pnduding aerospace, envirorunental industries, 
tdecommunicstions and tcmputers* Inese priorities comptoment Taiwan's outgoing investments 
in marine port and airport fsdttties^ rsil and roads snd ottier tnfrsstnictures. It is a coherent 
strategy orchestrated by tmsiness and government tog fther . The Kansai region of J Ja paiy wliioi 
I the cities of Omka, Kobe and Kyoto, has developed a plait to transform itself into 



ThiBoonoBBicEn^poiwiMBkFDUiidatfan nbruaiy 1* 1994 
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Tlie reftsons for our reluciaiitie to dumge » vtry <Um> and readi down to the 
fundamental folkkne and shaved values oF our American tradition. We value 
freedom; both market freedom and pditlcal freedom. We will not suffer 
government oppression. We don't trust ffovenunent; and we don*t believe that 
government is efficient We had also bdOeved duit a free market was efficient, 
and that it provided the best possible i UocatJo n of capital and wealth. These 
are principles tiuit ydH niot be dveiiN^^ any nciere academic theory or 
debate, or by reference to ati ilteiliiUdl# political economic model.^ The 

one of ttw moM inpoKiaiU «o6iMttlc Migi^ wdild in the 21ft contury with an 

infirastructuTB davnopiiimt pfo|ecl uuny the fixe of Tiivrm's. Wiui t itew eizpoit on a inan> 
make iiland in Onka Biy, « newr Sdflnnaty> wad other exttnaivs port and monie^ projacti 
the new "Kantai Global Qty" will rival Tokyo at the o omm e r dal center Japan. A study 
misston from Seattle will visit the Kanaai reg;lon next year. Other dtiea and regkms liave the 
organizational sinictiiie in place to promote themadves^ In Amsteidamr en oi*g|inization cdled 
AmPpopromotea the dty in international nafheHw the tton^ Kong TnadeDev^opmentConncfl 
baa an enormous biidgiet funded in lai^ part by a port levy, to promote Hong Kong. Nowadays^ 
companies have to compete not jott within their local area, Init nationally and intemaHorainy. 
We now frndourBdves in a new gvne in which other (eamg are playing by different rules. So., 
our communities must develop a t r a teg i e^ partnerah^, approadies and smart investment plans 
tooompele. Changed ciicnmsiaiioesfefiuire new ttiinldiig* Metropolitan legtons are Rebuilding 
btodcs of our natkm's economy. The problem Is tfiat our regions gpneraOy kdc die governance 
medumian^ to make to the imp o r t an t i nv e stm e nt dedsfons far our scarce public capital. fdUke 
to make four major points today: 

1. The competitive positton of this country in die world economy has dumped 
dnunaticaUy in ttie past two deeadafl^ and the obnsequenoes of tills are oidy just beginnhig to be 



2. Metropolitan e^onqmfc^ are important to future competitiveness. And there are a 
number of spedfic actions ttuit ca be taken by the public SBClorio enhance that conqietitivenesa. 
In other wordSr public-sector dedafons can make a difference. This is already happening fai 
otiier r^jions of the workl. 

3. Local government official play an important role in ensuring • region's 
competitiveness. 

4. Our partnership at the T^ade De v etopment Alliance between the Kfaig County 
gu ve r iu ne nt^ the dty of Seatfli^ tiie Greater Seattte Qiamber of Co au nercer organiaed the Port 
of Sealtie, modeled after European and Asian Ofganlzationfl^ is an example of one small step 
that can be taken. 

Gary R. Severs is Area President Hrst Interstete Bank of WasMngton and dudr, TVade 
DevdopmentAUianoe of Greater Seattie TMs artide is adapted from an address presented at 
the annual meeting of the National Assodatkm of Rcgkmal Coundlsy Portland, Oregon, June 

^ Academkreseardi is now pladng the finmdations of ttieeffidciit market hypotiiesisCEMH) 
-tiie Capital Asset Prk±t« Model (CAPM) and Bete -in doubt As ttie reader pro y eas e s to 
this White Biper (see supni^ at notes 6 and 40 •.48, and acooitip any ing text) it will be important 
to imderstend that the invcatment managers who largely determined die aDooation of 
institutional investor to v e stm e ni capital h^ve, for tlic last two decades relied on the 
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solution to gksbBl competUkm will have to oome from our own values, and our 
own slieiigths.' 

Moreover, fieedran as a shared American value, represents a strength^ not a 
weakness. It rep r e s e n ts flexibility and ingenuity. In fact, at its core, it 
represents democracy — the participation of the whole society in the dedsions 
of die nation. Our democratic ixistitudons are an underutilized American 
resource, uniouely ours, and immediately available to give us a superior 
infrastructure unpttmeniing ^ cocipcraiive spirit that CHir global competitors 
have been aUe to utilize so efiectivefy. the key issue for our society, therefore, 
is to determine whe^er the splendid iscdaticm represented by Armonk - tite 
corporate headc{uarters on a suburl>an hilltop — is essential to our core values 
and to our political economic svstem. Or, alternatively, is the separation of 
business and government merely folklore - an incidental idea that attached 
itself tn and now stands in the way of our core values - and not essential to 
proviciing a full freed(»n to American ingenuity, flexibility, and donocracy. 



prop o siti on that tlw«xpectedietttra on a portfolio should qtceed the ridden 
manner thit is related to the portfolio's beta, or correlation to the overall market's total 
syttematic fiak. Fordier, the CAPM in measurii^ the risk of a portfolio had as its theoretical 
underpinning the rdationah^ c»f a portfolio's risk and return to a true market portfolio 
consisting of aD assets, vrhich «ifas also^ by dcfimtioo, the most efficient portfolio. Ixi practice, 
however, portfolio managers have ignored fliis fundamental risk/return and diversification 
condttskm. Instead institutional investois have chosen to laigdy exdude the entire non-market 
seginents of our eoonoiiiy from their Investment portfolios^ induding tiiose sectcvs of our econon^ 
represented by the inner dty and small business. See Cordon and IComhauser, Efficient 
Maricels, Cosdy Information, and Sfxnmities Research, 60 N.Y.U. L. Rev. 761 (19S5) (THhe 
efficient market hypothesis cannot be tested in a stnightforward way. [Every] test of EMH 
also assumes some particular ttwoiy of what the lii^pdoe^ for an asset is. These asst pricing 
models establish the b e nc hm aA of *fionnal' vBtums in order to determine the efficiency of,-Uie 
market Gonscquentty, every empirical test of the efiEkient market hypodtesis is a 'joint test* of 
bodi the hypothesis and an asset pridngmodd"); and see Funa and Rendu The Cross-Section 
of Expected Stock Retomsy 47 J Hance 427 (1992) andkating that 10)ur tests do not support the 
most iMsic prediction of ttie [CAPM], that average stock returns are positively related to 
nwrket [betas].*^. Can^wre The WaB Street loomal, October 23, 19S7, dlsadssing the efficient 
market hypodiesis as the ''most icmarkable error in Oie history of economic theory.** 
6 If the academic crises leseiding CAPM and the EMH has any influence at all on the director 
of our fundainental politkal economic struchires^ it will be to enooursge those who have argued 
that markets are embedded in, and are currently infhienoed in a very dgniflcant manner, l^ the 
institutions of a sode^ -^ indudlng the economic tnstitulion that most relies on the tlieoreticsl 
freedom of markets fim sudi Inflnenoes as the basis lor its own aIk>cation of resoun» dedsion 
making; viz., the Instituticmal investor. See WHtdtouse, How Pendon Investment Policy 
Dntns American Economic Strength, CohmbUiJoumai ofWorUBtume99, Columbia Univenity, 
(1992) CIt should be no surprise that the impiiaitions of this new institutional fbroe have been 
only dimly percdved. Even fldudarlcs and inslitutfond invcston have not yet appreciated 
the nature of their new n^. Rdudaries still believe that their efforts at Investment 
management are anaksgous to ttieefibits of a saifortiyii^ to catdi the best winds and currentib I 
propose tfiat Ms bdief is fundamentally %rrong. Today, the tremendous siae of penskm capital 
means that fiduciary dedsiona delennine the directian of our economic cunenls. When the 
fkhidary rudder swii^ to better catdi an economi c current it is not |ust the pension sh^ fliat 
dttnges diredioiv Intt rether , tite dlreclkm of me very current on widdt the fidp is riding. 7< 
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Thi5 issue will not be decided on a theoretical level. Ratiier, America's solution 
to global competition will flow from real world exercises in btisiness 
organization and in the integration of economic objectives into the purpose 
and activities of government. It is these concrete exercises in integration, diat 
will, as they add diversi^cation and freedom and flexibility, form t£e basis of a 
reintegration of government initiative and entrepreneurship with the 
fundamental (folklore free) principles of our democratic socle^'s political 
economy.^ Massive centralized bureaucracies, whose organizations were built 
around, neither ccHnpetition nor cooperation, but market domination and self- 
sufficiency are in decline.® 

Smaller companies and those built around different economic models are 
capturing market share from the retrenching old regime.^ These companies 



^ One such exerdse in Integration has taken place in Raleigh/Durham over the last decade or 
more. In its November 15, 1993, issue FtfrfniM magazine pkked Raleigh/Durham as the best 
US. dty for business. (See The Best Gties For Knowledge Workei*.") Fortune says this about 
the site of the nation's most famous business duster, Researdi Tiiangje Park: 'lA^hat makes the 
part work so well is a unique nexus of the business community, area universities^ and state and 
local governments." But this dustering and cooperation wasn't created by invisible market 
forces. North Carolina Technological- Development Authority (TDA) worked very actively 
with Research Triangle Foundation and Re^arch Triangle Institute, and the Southern 
Tedmology Council (S^TQ/ to boost tedmology in the region and to promote "regional centers of 
exceHence." In line with the themes to be described by Michael Porter severs! years later was 
a focused public/private corporation, ttie Microelectronics Center of North Carolina (MCNC), 
whose president along with the TDA's director represented North Carolina on the STC board. 
The MCNC was org^mized to help spread research and development costs. It brought in 
$250,000 in cash or equipment from participating business for thiee years in exchange for the 
ability to use the MCNC research facilities and to use products generated at the cent for free 
(A one time royalty fee was required to bring a product out into die open market) by986,Nor^ 
Carolina had spent $75 milUon on the center and was spending as mudi on the MCNC as on "aO 
other economic devek>pment programs within the Department of Commerce - industrial 
recruitment, small' business development, the technological development authority, foreign 
investment, export development, international trade center, the film office, totirism,the 
seafood industry and admixdstration." the Director of the STC was asked whether the 
investment was worth it His answer: "^ix years is too noon from the initial investment to 
know whedter it's going to pay of^ ten years seems more reasonable to me as to wliether it is 
going to produce jS» and investments." (Bfll Finger, Can North Caroliita Cash in Its Big Bet on 
High-Tech? BusintMM DaUlht^, Vol 6; No 11 (November, 1986).) Similar state fundii^ was 
provided for a biotech research center which has helped 43 companies stare in the past five 
years. None of this effort paid off overnight; but by November 1993, a pattern of public and 
private cooperation had set in to such an extent that Fortunt vfould caU Ralei^/Durham "the 
model of the metro regton geared to the rules of the new economic game" 
9 See Robert Reich, The Work of Natkmsr and KsnichiOhmae,tihe Borderless Wodd. Bodi 
Reich and Ohmae effectively challenge many of the long-held premises on which America's 
national corporations have justified die use of national econ omi c policies as a means to restrict 
freedom, diversification and competition. 

9 See David Friedman, GATTS PROMISE CAN ONLY BE REALIZED IF FOLLOWED BY 
TOUCH REGIONAL POLICIES; TRADE: WITH U.S. BUSINESS THE POSSSIBLB BIG 
WINNER, CLINTON MUST REWARD THOSE COMPANIES LEADING TH WAY, NOT 
RETURN TO DEMOCRATIC POLmCS-AS-USUAL, Lob Angtle» TImm (December 19, 1993) 
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are not only spreading risks and expenses te eadk odiei; Imt they are woridng 
in partnership wiUi state and local governments who are providing 
infrastructure, reOaUe financial support and evan direct business support^^ 
Moreover, this new pattern of political economic cooperation is being 
replicated, to a greater or lesser extent in thousands of communities J ^ All 

rUniiQtioad by many obaoyen^ indndtog tof» AdjmhitirtraHoii aoonomie ofiidalQ, the gikibal 

Ubor unloiia ilHit d n i ninai sa te iiS.eooiibaiy iirast oolftml^ by ninible Gennaiv JapancM •nd 
oAer natloMl pvodiiiicn tty^- cwvtte^eo ctfw yw^ flihdMe aniincci between IszgBr and 
wneBer Anns and snstrined Mgh-vri<ie add^d, htfi-^skifl manufacturing capabilities. US. 



oimpanfee hanUy acquainted mmadvas wdl in respome to diit co mp e til ton.... But n the 
wake of decadeihlong layofli» banlcniplciet and ottvy foms of Vcsliucturii^" US* biiiinm is 
becoming mofeadapttvaOuDi its riirala. Not only did many U5. con^wilee learn ttw qualily- 
conlrol and intef^ofpofale pracAiGes peifecled by Iheir oveneas rivals but the U<S e c o n omy/ 
virtually akme among nu^or ec o nom ic powen^ managed to tuatain an entrepreneurial coltuie 
that contimiooaiy created new cnlerprieea to repleniah the naticn's industrial baae as the older 
- one renenched-**) 
^^ TlieUolediinduatiyieakeyeKamplB. Ncwjbteyitamag^beGauaeof itsphannaoentkal 
industry and alao becauae new Joaqr finw can mainlatn doae Ilea witti hiew Yoric Cit/9 woiU 
daaa academic m ed i cal cenlen. Long bland has giPOwn its bJote di companies aniund Stony 
Biook and tl«genetkRseeidi capabilities of Gold Sprii^HarixirLaboivtOfy. butNewYork 
Qty itaMdf, while it manages to be an incubator and to held the sunounding region new jm 
We i c h eater, and Long Ubnd) wfaldi direcdy cmploya some ,500 people fai Moledw the dty 
itsdr has fewer ftan a doaan bieiech coewpe n les ennfeying faw e i ttum 200 people* Aooofdingto 
Thierry Nbyodla, deputy directory of the eoonomk researdi fbcuaed Eisenhower Center^ at 
Gohmibia UnhreiMty "?<} ew Yorlc^ Uggest eaxnmk piOblem may be not 90 modi tte 
haadqunteie of very laige corpoiation«r but vather the tendency of smaOer firms that are bom 
here to leave.'* See Tom Bedbufkv New York strngglas to Lure Coveted Biotedi Laba^ Vm Ntw 
York Tfmn (Deoeociber 15, 1993X1bii years ego^ the stale estabilahed a Uoiechnology center on 
me Stony brook campus^ whidi reoaivcs'abont $1 million ayear to promote collaborations ¥fitfi 
industry and ttie trenefer of acBctemic reeaarch to bkilBch companies. The center will spend 
another $3 mOUoniD es^pend* Asa leniiltii Long fwlandhes become hoBBe to ewrettian 30 bjotech 
compa ni e s employing nwre than 3,000 pec^le* These include co m pe n ies like BfoCogent 
(founded by a Sto^ Btoook faculty maaober), Cunlifv Tedmologies Qnred from out of stefte by 
the inciibator), and Olyuipus BkHednology Devdopment Canter, a ^rfiMiff of ttie Japanase^ 
owned Olyuipus Gorporetion* /• Other regions are elao fDCUSi^g <m bioteoi including 
MaesadMtseHs^ Rhode Island, Sen Diego, North GareUna, Mo n tgomer y Country, Maryland. 
THe Sen Frandseo Bsy Area alone eet^plays 20g000 people In the industry. See Id. CTShate 
\ end Manachiif Its have helped c " 



^.anionue enu aussecRnaeBs neve n ei p eo cuiuvaie grown^ oioiecn c 
around San Randsco and Camibrid^. Camibridge and MaesednisettS/ tot example^ have 
already helped build a major real estate pro|ect to house new and growing btotech companies^ 
and they have made cxtii elforts to cut thought InslitiitionBl red tape for the bidustry. 
Siflflilarly, Califomia has provided extcnsh^ finandng for biotedi companies to setde in South 
San Randaco, once flie home of thoossnds of tradition a l manufacturing firms tet have 
abandoned the dty or gone out of business. Compere Bkadlsy J. Rkes^ Gty May Consklcr 
Buildbig bunbetor for £iby Bk»Mdi^ fikslMass DaStttee (December K 
buiki a biomedical inaibator center to nurture itartHipa under tentative pten by ttie San Diego 
Bconomfc! De veki p m e nt Corp... Intended for ve^ email companies with ebout $250/)00 fat 
woridng capital... ttie not for peofit tncubator would provide leaae spaoe at cost.**). 
1^ Even a decade ago indiutiy was be ginnin g to notioe apnd to categorize state eoonoenic 
devclopenent activities and -progresns state by state. See. States Luring Foreign Technology 
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States, and according to ^€ National Council for Urban Economic 
Developmeht; nearly afi dtles i^^ a po|nilalk)it ol over 500/XO have had a 
substantial economic de^el6p9i«M^ag^<^ for at least five or fen yea^ The 
infrastructure for stitte and locai govenimsnt parddpatlon has already been 
bullt^2 Principles of pditital economy axe being established day by day, not 

Flnngi, Ammiiam Wttk md %Mar TtM^iy 0eplimbcr 3, 1981) (QumnBili provided to tKe 
ifidusliy lliasmie a vitltty <Hf^ » tif a ltt te> n^fjmJbf^Ttigat^ The detotpdoci of govenunait 
•ctivity in tiie Afl»n|» iiei|M^frife<|^ l^FoUowii^ a mlMioii to Duiiddorf 

iMl yev, 30^1 Cei^ dOf^^ ItaM k the Aeum 



FoRlgn invettoMst^ ptiiiinrily.fii'TOii Apiiiifaii|SM^%?€ifcr £E3 bitUon tod is cxpadad lo grow. 
A Gemma Tr$dt Cola iBQim^73i06iima^ Jhyineman 

targeted 1^ the state ue mllittty dectroaici, soltwaier tdacoiiuiiuiiiaitioiiSy biogenetics^ 
micfodscUixiicB^ loboCics and aUeniaiivt tnogjr tounoct*** On fjtut othv hand MiMouii's focus 
ws on sales offices and wa ifh omsi i , pmmnahjy to k f maga its oeatnd locstion. The Indian 
Department Cbnunefc^s uidttstnal Devdopmeni Division was f^xsted to be "nostiy woridng 
with etoctronlcs and automobile producen in japan." The rqxnrt on Nbrdi Carolina i^ain 
showed a loiiiisid appvoadu ^ne stale C onun cPO B D^l> s uitcfnational DIv. is liyii^ lo move 
awiy from textile^ fuznilure and tcbeooo towsfd other bnstnessexo^pt miiaaals but induding 
aiivraft acooiding to James R. Hbikl^ division diredor. Te state ofes industrial revannc 
bonds twit not tsxconpssdons or fliisnCtag with state appropriations* ^ledlvisions ompeted foe 
the $30 million lUdMoyoe tari9ine dirit madhiiiing pL^ 

The Bsicarch Trtaagk Psik area with neari>y North Gsfolina Slate University and Duke 
School of Engineering has ben a magnet |br ooc i pa n ieSi M' v* 

12 A quidc survey of pttbUc and private agendes In the Slate of New jerwydeariyindkalea 
that whether or not formal poutkal ecsonomlc theory has Intpi pace with the pmctkal 
activity^ at least the pnctiad foundation to in piece far a lonnal recognition of the public 
nature of economic development The fallowing levlew is laigriytrifienfiPDm Grate's Nivrorft 
0asiMM (Deoenber 6^ 1999): 

New Jersey tXviskm Diviiioaef Soonomic D s fel opweitf » Office of Financial Management 
Assistanoe promotes loieigB investment idatifies puMic and private sources of capSal and 
maldies aveilabk partnieni farinvestnisnt jotntvenltir^ oleigen and aoq^ The New 

Jersey fioonomic Devetopment Authority isenes Economic ^rawUi Bonds to finance business 
expansions and improvements at aHmdive interest lates. I issues Tax Exempt Bonds for 
501(0(3) non^mfH fMUities and certain Exempt facilities," sodt n soUd^waste disposal, 
gas^ electric and water IsdHtics. Taxabls bonds can be used for a wide range of bustaism uses 
induding '■but not llmiled to '■manuiscturiag In dust ri e Q onM i iaiito l and service peo|eels. Tbe 
minimum kian to dxmt $790000^ and the borrower must make an aqfotty contribution or at 1^ 
10% of die pro|ect fiaandng* Bonds may also be issu ed in die pid4ic m a ri c elp lace or privately 
placed to individual prC|| e c t ai ; typloaOy die minimum loen.to $1 mUlion* Loens Cor bodi fixsd 
assets and working QKpiA are avaitable dnoi^ the Staleiride Loan Pool far Small boalneaa^ 
which to funded by thaelale EDA and a g^oup of New Jency banks. There are two financing 
structures aviilafafo dq^iendingen amount being soe^ht* Loana under Tier I inge fr^^ 
of $50^ to $1 milliOii for fixed assets and iq> fo $500,000 for woridng capitaL One of the 
partidpatii^ banks peoiddes7S% of the loan while the EDA provides the remaining 25% on a 
suboidinated basis. The authority may also guarantee 25% of the bank pordon of Oie 
financing. UiaderliergrloeMrBngeineiroessof$lmiBkmuptD$Sminkmandcanindodeboth 
fixed-easet and working ospitst as kmg n die totter does not exceed $500000. The EDA 
provktesnpto$25CtOODandmiyalsog uaiani eeupto30%ofthebank'scaqposuie. TheMaximum 
tvmforkxensundertheprasn^islOyesrB. P ocrow eis benefit from a blended interest rate. 
The rale on die bank portfon to nsgotiaied based on madtet conditiona and ttielennof fiuiloeiv 
white die EDA portisn toast at the fodsaddtooomilmto^ but no fower than 5%. Tobec 
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by acadeiiiics, but tfaxottj^ ffal wofld ixiieractiofi of govemmatt buiiiitss, 
Gommunify oigania^dDCiii; md die iiiTtttinent oommiinityJ^ To some extent. 



for cofttkknittcm, a Tiiiriiwiiie miti be lootted in an meonaaikaQy targeied munidpalily or 
rcpcMnt A ttur)g|Mid Induatry. GmaraUy, EDA lo«ii «nd foaiiatee iMislaiioe wlU not exceed 
$35j000 per fob craeted or BMimriiiad. TTte egBny*! loen yyumlee; not to eaceed 90% ol ttw 
lonvafeofiiaed¥rlihBiejdmnmSl]iifllionciqpQaufefari^^ The gueimlcei 

nw7*iiot exceed 10 yten^ elllioi^ flie loen iniqr be fbr • longer lerm. The auttiorit/t Direct 
Loen Pioyem pwMdedburtlkiein wiAloeniiy to 9tOOfiOO far fixed eeeett end $250jOOO for 
worfdfig oepllel ek reiee ;ei|iiel io' tfie federel dieoouni fett-ek flie line of eppiovel or doeing. 
The imerael nHe umy <idt be ^mi thin 9m. AI|0>> 4ie M(m Jericy Bcononnic Developmenk 
Authority eeeists locel dcvdOjpnent dQipoietioit% niMefa provide infoinietion ebout the 
prognuns described ebove end ottier Miviuee to bmiiicfeee* The Division of Developnient for 
Smell budncss end Women end Kflnoilty P uwineae oondncte pnsentetioni^ tndning wotlcshoper 
eonineit end offere Hmiled an»<mK)ne couMding in eieee of badness devctopn 



Major dties es «iiiril as ooimtrf governenenis heitt cBlsbiished eoonoinic devdopnwnt egendes. 
The Jeney Oty Boonoinie Developnieiit Coipt offsn esristanoe to new and extotii^ businoases to 
fdocete ot expend tteir operations in Jeie^ Q^. As ttie citjr's IMmui Enterprises one 
Authority, II certifies djgiUe biirinesses for pertidpetion in the stated ptQgTttn. JCEDCalso 
a a si ala wllli tfie pieperation of finanong peoBigss end woriKs witti iogu inerdients to ptootiofee 
coma %e id el ectivilies. It ednrinisleie sererd business loen programs^ indudi^g a pflok micro- 
loen pnigrem sponsored by the SBA, a snaE bosineas loen pnignnn ush^ ntoney from 
Economic Devdopment Adminisifeiion and Deperlmait of Housing and Urban Derdopment 
AdministPition and Department of Housing and Utben Deve l opme nt, and a dty-hmding 
Economic DevdopmentHnancing fund. TliDse p my au is provide for km>-interest fixed a ssets or 
working capital finand^g up to SlOOjOOO or more for existing tMisineas, end up to $25,000 for 
starHip cn ti t pi ene urs b The Newark Economic Devefopment Corp. is a private not-for-profit 
agency oiE^niaed to attnKtrp»omoie and retain bodnasB investment. NEDC offers avdlabtUty 
infoimetfon on co mn ier d al end industrial development dies in Newark and assistance in fiie 
preparatfon of derdopment plewi ea vreU ea guidance on eoning requirements and tax 



PHvele organizetions, in oooperetion widi the Sieie^ dties^ counties^ and flie fedcrd 
govenm gnrt SmaE business Assodation are also aveflaWe to asdst barinesa. The New jersey 
State Chamber of CommeroeS ponlcBtians^ conisrenoss, seBdnan end omer programs and 
- acUviUes provide business people with business, govenunentd end tadmical information, as 
wcfl as personal development for exeoDtives end employees* It offsv spedeUxed eesislanoe in 
Ubor and human relations, goiremeMnld deellngi^ taxation, budness locetion end 
inleRiatkmd trade aieae. The cfaember is also die offiddSenefl Business Eeeource Center lior 
the VS. SmeE Business A dministBeti on end an eesodate office of the US. Dep ei tuna rt of 
Coenmeroe. CThe COfpo ra lio n far Buslnese Assistance in New Jersy provid e s smaE businesees 
with fixed^ssd flnenctag up to 10 or ao yeeiB Jbr dw podaee of lend end bottdin^ meddneiy 
end ecpiipmen^ iwiffaoon end leelDeelkm under we ^BAs Section 504 pjugiam. Tnepro^Ram 
oflien kxms up to $7S0<aQ0 per pro^ (but not in sKOBse of 40% of told pR^ costs). 
^ See ACTING PENNSYLVAraA GOV. SINGEL SIGNS BILL EXPANDER, Sn^PLIFYING 
FEDFA PROGRAM FR N ew s w ire OPecember 17, 1993) CActlng Gov. hbuk S. Sli^ today 
signed legldation that wifl meen a new eouroe of capital for Fenneylvania businesses, 
muiddpeEties end publk agendee. The legislatkm. Senate BIE 112^ amends the lew gukifog 
the PenMy i v an iaBconomk: Devefo pm en t HnandngAnttwrity(PEDPA), one of file state*s hey 
economic d evelopme nt gnan Ong p ro y nm a . 'Pennsyhraniaiaraeog^dxedaB a natfonal leader for 
its ooniprehendve business coe M ie tH lvenesa strategy/ SIn y e esld. *Flnendng buslnesa in 
veetment acroee the alale is a key c o mp o n e nt of dwi ei«stegy# but we cennot lelain a 

Pibrasiy 1,1991 
P^IO 



Digitized by VjOOQIC 



88 



Tfcwif i ^ f^inuiifltmfhmfiu rTitriiffnn 



tilt dcFdopiiig pr»ctlct ptMmii tidOifail' out Of ^^^^^ interictioiis are to 
widespread, and ao^ondaittit lliat It •faiiidy ndfciaiita tiie eatabliahineiit of 
new princMcs of govemmtnt it Is oiify our pdbtifiBl eoonomic tidnklng tiiat 
has not luJfy iqppradalad ttia prind^flS mufi^ 

The opportunity to help identiiy these prindples to the NAIC Is exdtine, 
because die dominait poUDcai am eo ww i n i c tiuemes of the next oentury wfll 
mvolvtt azound dty,mftatM andatate planning. This deveiopinent will occur, 
not hecataae of mf4»l^ academics, or political 

theorists. Ratiier ]«^oiiiyi'pif^^ 

regions, and aMu^ imil imtidy w eahtrai to our economy, and to 

our sode^ in generalJ^ That new principles of political economy follow 
reality and not die other way around cui be seen most dhecdy by lookuig at 
the proposal bebig set fortfi today by conservativas aiguii^ lor a revival of 
federalismJ^ Absent dtese hands-on economic efforts bv the states and cities, 
conservative proposals for a revival of fedenyism would appear anadtfonistic 
eiven die national economy and strong federal government diat has 
developed throug^iout most of the twentietti century. The theory of fiederalism 
is a powerful theory of government and it resonates strong with America's 
political sense of rig^t and proper government Yet power will never flow to 
the states, or to ddes and regions, becBuie of federalism perse. Fedoalism^as 



oompttiti^ edge bjr ttanding tlilL The bin nn dgnh^ today «rill make Its easier for 
Pemeylvmiaii's ho we g ro wn fani> looel g D<em a ie itts and iMiwr mdittc ageneiei to obtain 
needed cepittf tid flmnoe jpb'aeitioa and ammmity profecti. Wate taidi^ an eHodtant 
t«tjyau iawdmefctogltit roqgBr, FBffiAwlDnoiroaBralv wkfcrnngBofaedeluioetonBir 
and growing binftDanes.* FBDFA wai crMted-m 1967 to pool eoD n o m lc de?clopflMnt projects 
itatawkle into a tmajw^ ooit^aringv bond tMoa. The new law dppUfiai and eicpandi pfp|Bcl 
eUglbflity. Inetead'ol baii^ limited to Indiittriel bond projects or ipedal pft^^ects such as 



aifpoirti^ Qie PEDFA prognm now onwe randing lor tateit cnomeirial and 
prolecte.") Idoel dffdfifienllf die new taneytvaaia law pendti 



projecte.") Idoel dpdfiDenllf die new ranqrivBaia taw pendts FBDPA Itanda to be ^^ 
working cepHat and t jg nlf l caH i^ eape nde die tjppes of ffn e nrin g tttat^giei aviitaWft indude 

1^ Seee^ThadBB9AarGofemocsinHaidtlmci^p.vlitOQ^>efin992)(bitliela^^ 
ditacoOadkni of artidei^E«8|lei0B&ntilttteraAlanBoeenthal writes "The States are where it 
is at todfl^, end wfacieii will ba tonoerow. And Govemon are die principle actor on the 
fcene."); Geri Van Home, The Slate ol Sleia^ p.1, CQ Raea (1992) CHaid aoonoode ttmea 
natkinwideerotestii% the matfla of state leadeei and inilitittiona like never before. Stale 
governmonls aignebly were un 19B9| tte nnet iveponeibli^ iniaifalivc^ leiponeivc^ and wwrt lve 
levd ol g o v ew m i m t In the Americin federal a^wt a m . How aUifidtjr the Slaiee manege die 
cunant crieis will de t e mdn a wtatfor deit d w ac t er tea tion wiD be relainad."). 
'^ ThenaedaNTinnovaiidninlMlmD'ringi^obrieooiiOQnieelaaieiDroepiiddngdiedafid^ 
Off l e g a w ai eeaonomic c n ie wt iu gwie ana oxy gof nu— iia ant qafempmg ma w eu nw ro n e ro 
oeate wis new approach to boeineeii not out or loyjlly to fBdenHeBi^ bnt out or eoonoodc 
neoBBBlijf. ft is die e co n o ad cweaMi being created ontergOfer iiBient eeteWiddag die condttt^ 

neeas uiet win cnengr ma poM U pe r o ai e nce et pp w ai. 



ft^n 
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a political idea^ >^ re|^;<H^ 9M beaniae^ real eocmomic power is 

bdng generated b^'^ illfj^ of i^^ 

The same may beaaid abdiit te problemaofihe Inner dty, and anv responses 
to these problems ttittt £lil to "^atisGend the fonft^ Callsfor 

urban renewal, and the daily calls to address the needs of our dties will 
continue to laidc inherent power until society its^ revdves around ^ Inner 
dty, until the dties is the econooUc engine drivii^sodety, creating wealthy and 



1^ Tlicn yaflPite ftdgt agdrlt^ ^ 

PetwJU^ i llwiri u f of tfie BotccMiing and Anewmept of tfieSdtnca and Tec tw o l ogy diviikm of 
the Bnropetfi GommBnily ut alraady produdqg wunliigs that the new econoniy is laivii^ 
netiim tiaies (Slid whale popokilaiii that do Mt get inieyaied i^ 
the loop. See SkxaidO PelMitK; fteduiD-ndiA: Hm Sly ataici of th* ^obd muket wiD 
Greale » "new apartfadd*, Tkt Torwdo Stm- (Aagmt 19, 1992) (*llie new ofder taking shape in 
the world today ia not die one iongined by disdete alatesnan of the Cdd War era. Rather 
Oian natioii-itate w ei^ ha r^ in on a new ^dbal bdance of power, a Mgh-lech archipdago of 
afflnent hyperdeveloped d^'resioiii is erohring amid a tea of impOT^^ If 

cuiTBit tneadi oontinue, by the middle of te net centoiy, audi naUonai-etates aa Germany, 
Itaty, Demnailc the UnUed laies or Japan will no longer be die moat rdevant sodoeoonomk 
entiiiea and die ultimala poiMad oonfigufation. Within laige inicgniied zones audi m North 
America, Bnrope and Bast Asia. Arass like Onnge Coonty CalilMnia; Osaica, Japan; die Lyon 
region of France; or Gcnnaily'f RnhfgAiete wiU aoquire predominant sodoeoonoanfe and 
political statDi. Already wltfaia Biaoper a new web of cooperative institutiona has 
mushioonEied among Daicdona, Lyon (%irtiidi hosts Euiope% laigest intercity airport), Milan, 
Straaboufg and Stut^art - tfU without passing dirong^ a nationd hieiardiy of capitals or 
centfd mifiialfie&.~ The real decisioA<4naking powers of the fatme, it thus appean^ wiU be a 
network of transnatk)nd oompanies in alUanoe widi dty^egkmd governments. Ona^bd 
scale, this new order wiH leseoMe the ikymishing Mth- and 15th-century European economy, 
whidi was governed by die Hanseetic dties and interdty alUanoes that hosed trading guikia 
and dieir netwoiUng merdiants^")L Sea alao George Yeo, The adventege of bdi^ a dty-state 
{extracts fnom a speed Cfil^ied 'A World of Qtie<), Bwtiicss 7^ 

the borderlssa work! whidi Xenkfai Ohmae envidon. In audi a work!, dttes become very 
imporiantbecsysecitiBS are wtiere knowledge is produced Hie producdon of kiK>wIedgB is a 
cioattWi process whidi retjoireB hunianiaeins 10 be siimdated ard 10 be in conununlcationa widi 
oneanouUTM. In dl nelioni^ poUllcd power is now flhiiong bade from die nationd authority 
to the d^* This tierd win dsrtge the course of feisioiy. bi China^ die dynamism of dties in 
die South is posing a nawdtfdlenge to oeAtralgDvemflnERL In Europe die growing power of dtcs 
is weakening die luitkm-etate at one Wvd and aeating the Buropean Community another 
becsus e a large flfa m eworJc of pease aid sisWBty if nee d e d to promote trade bet w ee n cites. The 
same process is happening in die US. wheve die economic dedine has affected some but not aD 
dteSbM. Badi d^ radiBSes its influence into a larger metropoiiten are wMdi mi^ extend into 
anodier country. Our SlngapbierJdiONttatt growth triani^iaorily one of many examples in die 
world. InNdidi Ameiici^ VanoonverrSeatdeand TMoma areddcs in a larger econfxnicareB. 
The Los Angdes area flprcedsintD Mexico, hi Europe die Baltic is becoming one large economic 
regkw so too tltt Mfe dit erra fl iean Kiviera wMch extends from Spain to Italy. In Asia, many 
cuoiiomJc re^^bns are foruiiiig Ihikii^ die dtes of ^ipaiv Korea, TWwan and Hong Kong to dties 
on die Chines malnlard. To us die metaphor of the brdiv every dty t)ecomes a node widi 
^rnapticcDr u iB c tior is to other dlyiiodes in a neund network whiAerwdops the whole wot^ 
What aU dda means in hisiofiosl tenns is sdll endear. We are enterfa^ a new era where dty- 
atale like Shigapore mi^ pi^r <|ulte Imporlenl rdes^ where our snaumess lotiy wdl become an 
advantage'O 

ftbnwyl,1994 
P^12 
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contzolUzig ttie aUooyttan of Alt imtl^ In t968L Soott Greer recognized ttiis 
when he noticed fliAt fitm. ^"moiiidi^ plkye €# ntietropbliten reform/ eudi as 
uiban renewed had Veiled ^to unite ttie enbtaioiis engines of private ooiporate 
enterprise (and Oteir policies) <0 those of (he pubiicenieiprise.''^ 7 The recent 
events in Soudi Central Los Atigeks confirm tibe continued isolaticm of our 
inner cities from our national eioonamy. Clearly, our national coiporate and 
investment engines do not revolve around South Central Los Angdes, or 
Newark, New Jersey.^^ 

The questions traditionary asked ' abOUt these problems by students of 
government have beeafrntleal^ SHdiild^^ dianoe our national p<dides to 
address the needs of our dties? Should we fight the redlining of these 
communities out of our national economic life? Should we redirect the 
investment resotoves of our economy to ensure a fsdrer or at least a wider, 
distribution of wealth? The req|>onse to diis political question by the defender 
of our old economic system has been an economic response - leave tiie fi«e 
market alone. The dosest tftese responses come to engaging in a pditical 
debate is to equate government planning with the totafitarian regimes of a 
failed communism. Why should we adopt haled socialist planning models 
when restricting 6ee market operations will obviously weaken the economy? 

Unfortunately, bo A sides engaged in this debate make the same undedared 
assumptions found in nearly all standard political and economic texts of the 
last several decades. The assumptions are basically three: 1) that a free, 
flexible, and diversified business sphere is conditioned on being separate from 
government; 2) that business is naturally A non-democratic enterprise 
unsuitable for management by democratic institutions; and 3) tiiat the primary 
connections between business and politics (Federal Reserve monetary 



^^ See SoDtt Qeer, MigbJtpotfHc$, John WDqr (1963), pp.l4 OSven noting that dty govemment 
refornMnt have always "oinisd at tiie exdtuion of ordinary Inninesa interett from the 
motivation of pditfcal offidals.") 

1> See BANla^X: ON THE MAN FiOil HOPS, Blad( EntopriM, ^ 531 (Noven^ 
nt*8 Mtjr to identify flie lop oonoemt of African-AmBricBn cntiipitneurt: 'Capita], capital 
and captal,* says Axtthoiiy Kofainaon, pitsid cnt of ttie Mtnoilty Biutneaa Enterprlce Legal 
Delienae and Bduoatlon And (MBELDEF) in Waihinglon* D.C 'Aooew lo cqyU^ 
NoSb 1, 2 and 3 for the minori^ bnrinf w commnnity.'" lliia artide raflads, at can be seen from 
the headline^ 0at die old paradigm of a naUonal emnomy managed throi^ national policies 
etiU governs die political and economic thinking of many. Wldioiit rccognizii^ the potential 
for imwr dty boaineflB that dw new panKligm piovktei^ tiie WHie Paper goes on lo ti^^ 
"the will of die private iedor to aiqyport minority huaineaBes repiaine Weak. Aooording to die 
National Minority giip^ier I X i v cto p me nt Goandl< US. cqrporadona spent $ 175 billion widi 
ninoritjpHmned huataiinaes in 1991, die last year for whidi data are available Aldioo^ tttat 
ii up fiom S 152 biUfon in 1990, it is sdU oofy aboid 1% of total axporate spendii^ on si;^^^ 
a peroentige wfaidi has been nndiaf^ged for years. The coondl notes that minorities account for 
25% of die U5. populadofw 9% of busineee ownosMp and 4% of groas receipts of an AflMfican 
companies." But also see See Sdwyn Whitdiead, Gredit and Capital Needs in Central East 
and East Oakland, (December 1992). This study, funded by Union Banl^ provides doc^ 
of nearly a biflion didlars In anniud capital outflow from die larg^ poor and minority sectfci^ 
of Oak]and,widiOttt eomldtHng Ike dlipsnrfe impact cf insHtuHond baestment pnctlca, ) 

TlieBi Bi ioa MC EnyowwBBMaRMi w apow raimnylfly94 

Sdwyn WhitdMad and Habirt WhUdwoM Pi^ld 
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controls, die V^ml^fi^ia^^ policy) are medianisins 

of national policy li>r i«0u$ii^ kriMiiilfl^kcoeMS^ 

This WMle Paper, however, pieipnis a clialknttiodieaeasmimptf in fact, 
the theme of ttiis Whiief^itper is that Ifioae cideai> cxnmties, and states who fall 
to aggressively lacxirpoatte an uilderstuiding of iMrtC poAiticai economy into 
Adr poUdea; who do not recognize diat a tiatfcmil policy Iniik on self-sumc^ 
national corporations wiU not make a region oompetitive, and who fail to 
develop dieir own legion apedBc econianlc policies, wfll ML to survive in this 
new g^dbal econoiiiy. Biit% and large liieBe £ittifles, to die extent they exist 



are only matters of de^ra^ «iid#atiM»/^ trimfljplon fiom one world view to 
anodier. Most state aiul local governments are beginning to play very active 
foles in the eootiomic sphere. It is only our jfoildoii^ arid me fiict that die global 
models of economic success have seoned foreign to our traditions, tiiat stand 
in the way of a general acceptance of a new political economic reality.^ 

Actually, the connections b etw e en our democratic traditions and wealth 
creation are quite strong; it Is the folklore of separate spheres that is foreign to 
our traditioris. That fact was brought home to me last November is a 
surprising way. The national co n tro v ersy surrounding claims that Christie 
Whitman's campaigii for governor of New Jersey had ]Mkid African American 
ministers Valkms arouncT monies to keep down die Inner dty vote, generated 
a surprising qumon firom die ten year cud son of my Mend and ccdlaborator 
on the White Faoer, Herb Whitehouse. Young master Whitehouse asked his 
dad whether dieNew England and southern ownies had poor cities like those 
today in New Jersey. 

Now 1993 happened to be die 300th amdverMury of die founding of his home 
town. Freehold township. New Jersey; and young iruister Wmtehouse had 
been exposed to an extra dose of colonial history - enough that a 300 year old 
world view had generated a firesh inquiry aliout wealth, poverty, social 
organization, and democracy in die modem dtiea of Camden, Trenton, 
Patterson, Jersey Qty and NeiVark, New Jersey^l (or Oakland, Richmond or 



^' Cbngw ii iIm) reoognising the lole of the tiai8S in ec o n o m ic devidopinen^^ In August^ 

Gongrew agreed to pennanentty extend a «ta4e*t abillly lo istue tax-^xen^ indiittrial 

qM yiiopmenl ixmdB tot ih>iihhm^imL^ |nvojBChL 

20 Compare Kijntdra S. Siaodii, SiBgppore Invests in the Natiox»<x>rpor»tion, Hmrvmrd 

BiiilMff lUrlfRv p^ Qtlqr 1992/Jmie 19^ rSing^xiK^s sloiy denwn 

country with almost no natunl ittomces lo ante economic advinliigM wHh infiuenoe fur 

beyond lis xcgpon* ft represents one aooHwk) for what CKi htppsi when a go^^^ 

taistnin«ntal position In shapiilg and nitnag^ die eoooomk cnvfaonnMit And 

the importance of identifying and invasttng in certain key oipahUlties. The Snigaporaan 

g uve ii u nent^ dioa^ wid^y altldaed for iti reprctsive poUtka^ delennined that if it inyesled 

enoraiomly in tedmolo^foRl and humm cspdrfUtlBa^ it could create an economy f^iere both 

indindtiab and QiganiMfinw weald be more Kkdy to fkwnish,") 

^ Like odiereOuikgioiipa before diem who wtRCttt out ofttweconoinic mainstream, Afri^ 

Amsricsna seem lo ba!re concs nha ted on achieving equaUiy tfuongh the poHdcal piocessb But 

fliere does appear In Iw a new Afrlcm American fom on using pofitics^ net as an end In it^^ 

iHtt aa a means of cocraiiliig the imiNdances caused by the national corporate eoonoiny. See 



ThcEonodBicBkiipowwinSBftRxaideaDn ftbraifyl,19M 

SdNyn Whitilwad and Haibeit WUtrimut Fl«il4 
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Compton, CalifbmU for 4i«t matter). Anmitieth osntuxy controversy ha4 
brou^t out discomlbluilte l^tiv« to ^ xiyki ideals he had recsxidy absorbed 
franhis lessons in schools^ Thes? are die inme disocnntinuities that will di^urb 
anyone who takes the time to Gontziasts American economic and political 
ideab %vith the i«a]lfi«i of inner dty life ttcid economic de^air. 

It turns out that looldng at modem polttics and economics from Uiis fresh 
colonial perspective is quite revealing -^ and very relevant to the modem 
challenge of "Wrviving ^obal economic diarge.* GKir colonial history teadies 
us, permips more than any^iing els^ tihat tfieie is a strong connection between 
pc^tical empowerment aS^^ooiiqmib^^l^^ Governor Christie Whitman 

and other govemofs and Im iitsuhmdecbteniMOniers, would do weD to model 
te great lessons contained in our colonial past While the mod^ of modem 
co m pet i tors from all over Ae world are increasingly becoming available to us. 

Pigeonhole Or Figaoti IVap?, Nttiotud Vbiduvtrtlt» (Deranber 20« 1993) (This editorial found 
an AMooi American GQURuner's views on national investment pohcy to be preferable to tiie 
leooinnendBd potides of flM National Aflsocklkm of Insuiance GonmlsstonerK '1/^ 
new twiit to the Investment debate came from a consumer repiesenlative who claims (o have 
die baddng of tfie Clinton admndetiation. She oi^ giving companies discretion so that they 
could make diveisilied tnvestments in stmg^iitg Inner cities and small bustnesses. Segiulators 
would do well to take notice of what Sdwyn Whitriiead, president of tiie OaUand, Calif.- 
based Economic Emipowerment Foundattoiv laid in the whitepaper she presented at tf&e 
meeting. She pofaited out ttiat the model Inveitment law as cunendy diaAed couki run afoul of 
the CUntOQ administration's desira to direct infestmenis to the Inner cities and small business^ 
because it is too rig;ld and would pievent comp anl e a bonk Investing in anything but tiie Mg^iest 
rated securities. Ms. Whltdiead uiged Oe NAIC to lake a leadenhlp role in thia matter and 
to make sore the model investment lawdoes not piomote ^iDvesimenl rBdUning." She dropped 
some mfiiar broad Mntfe both in flie liapcr and In convefsatfon that the tax advantages that 
have p ro mp ted the Itood of money into the Induitiy also impose a burden upon it; namely, 
comptuiles must piomOle theebdal and economk wdfm of the community 
not fequlie A great Intntttve leap to see a veiled flirast hoe. Washington has had its eye on 
the tax defiled foside bufldHqi of fife insomiDe poHdes for quitoa while, and, if Goi^iress 
started to get tl« Idea tfutt die insurance induttty vras not meeting its obli^itions to the 
coBimnnity, H could wdl go after dioie tax advanlsges again. The insurance industry Is gettii^ 
dds attentfon from Washtagton because of structunl changes fai die US. economy ttiat have 
nMUieciea nousenoia savn^g^ imo me nanos of msnninonai unrciiors ms tn a o ot lOcai oaniEers 
who tended to invest in tiieir con umud ties, Ms. Whitehead contended. Insuieis can redirect 
some of this money back to oommunttlas, she said, ellfaer diiectly or through a lelailonahip 
with the banking sector. Whedier one agrees wi^ her specific approadi to reinvesting in 
communidei^we cer^dnty thliik she has given dte industty ^ and its regulators —something to 
diink about and anodier good aigoment for alkmtiig dlseretkm in investment decisions.") It is 
also wordi noting that while the number of r eg i st ered voters in these dtf es dedined since the 
prevtous gubemidorial faoeby33, 14i ^ perm of iiegH^eied v^ 

cities inaeased from 46.9%.to 502%. (Souroe: Asbuy Pink Press.) The polltkal dimenskms of 
the newi^OiMl ebonomk! piradig;m may give un eiqpected economic dout to the same African 
American dnudies'ttiat weie liie subject of last Novembei's p(dltical contn>v^ 
Wmiame^ God's boiineis: THe African-American duixdt Is emerging as the best tiope for 
economic de v dopme n t in tfiedty, CotPorrte t>etroit Magsadne (Octcber, 1993) ( lAccoiding to] 
Detroit tne attorney Greg Kaed, who has written a book for dwn ihe s involved in business...: 
"They can do anything diat private enterprise can do duoog^ a community eccmomic 
devefopment corpontion.0. 



TfasBoDnaodeBinpowatmBtFBundatioa Nbruaiy 1,1994 
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die oolcinial penpecdw !•, if noting elsi^ our own; and it is one of eoonomic 
and jpoUtiGal development in ^ context of a relationship with the British 
would empire. Moreover, certain lessons of our early history are very 
powerfully impressed upon the way all of us diink, and therefore act My 
objective m dJsc u ssii^ Ml history is not historical/ but rattier to build on the 
framework of our shaxed history as a heuristic UxA for conveying tiie pditical 
and economic principles that are shaping our current diaOenges. 

The common lesscms of our colonial pest are know l>y nearly every American 
school girl and boy. For example, young master miitehouse associates the 
American colonies witli democgracy,wi8i religious and political freedom. 
Many Americans also associate the colonial diaracler with a kind of free 
wheeling commercial energy and endtusiaflaw and an environment in which die 
colonialbts were left to pursue their business interests without government 
(foyaO r^ulation.22 The Boston Tea Putty was, after all, at least as much 
about taxes as it was about representation. 

Thus, seccmd only to ttie concept of democratic government, we often accept 
the idea of freedom from gov e rnm ent, of tiie independ^oe of business from 
fi»vemment interference, as part of our core revolutionai^ heritag^. This 
meme is often said to be central to our economic growth and prosperity, bodi 
before and after the revolution. Hie fact tiiat titie greatest and most 
revohittonary economic work of all time, Adam Smith's Ax Inquhrtf Into the 
Nature end Ceuees of tke Weeltk of Natiotts, was written 1776, onlv 
reinforces the association between our revolution and the principles of "sdf- 
interest** and lafawffi fair csf^falisni- 

Colonial prosperity, however, did not develop because die colonist's adhered 
to abstract prindptes of fireedc»n and laissez fair. Democracy and self rule 
helped the colonies prosper. But we should not be confused. Colonial 
democraqr was not a system that ^vemed in one sphere - that of 
government — while tee private enteipnse was allowed to go its own way. It 
was not even a system in whidi private enterprise was subordinated to 
overreaching democratic values. Ratiier, tire eoloniee fkemeelvee were Hie 
private eaterjnise',^ and the principles of sdf-govemance associated widt 



22 SteEdnnaid 5. Moignw The Bbtt of the RepuUk, 1763-1769,1^^^ 

lYoa, Chkagp (1956) CAdminlittetion of te oolonieB WW kfl ID the lOi^ who t^ 

to hto Secrelaiy of SCile lor.tfie Soudiem Dfpvtnina (whow prlndp*! busi^^ 

relations widi toufliei^ Burope). TheSeoetey left it pretty auidi to the Boatd of Tnde and 

Flantaliom* a sort of Cheinber of Goinniace fHth po^ 

told fee Saaetwy what tp dog he told liic«)yd8P v ti i>or» the gpvcriKW 

fee GOlonisis did what feey pleaaed...ThB BrHIah Bmptn wm ineffldoit, but its inhabitants 

were piuB|iefO'iifl^ and wey were nee. #• 

23 See Charles M.Andiew% The CotoiiialBBdKiound Of the Amnk^ 

New Haven (1958) Clhe cokmiea b^gan aa "private otalMi, fee proprietors of whidv bofe 
coiporate and fieudalv were endowed wife wide powefs and prtviiegaa* oonfuiiul upon them by 
royal diaiter."). 

AuDdatton MraaiT 1,1994 
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colofiial Amcflca wiere exinisioci« of liit oarporttle diarleis authariziiig these 
privmte oompanles-^ 

Vlrelnia's fomous Jaxnealpawn, fo exsmple, founded by the Viisinia Company 
of laadoR as a eonanerdal entfKprise, used its charter oi 1612 to establish a 
representative assembly for governing the "towns, hundreds, and plantations'* 
of the colony. This piindpte of sel^govemanoe was continued when the 
Crown took over after die fidi of the oonipany.ss Even more importantly these 
principles of governance remained the model for the Crown even when it 
began revoking diarters afid timiing the odrporatioiui and proprietary colonies 
into Rovai oolonies to bi^ t>pa»M icsodiittng to a common plan.^ In short, 
our pouticai traditions are intimately bound up with tiieir corporate and 
economic origins. 

Today we look back with pride to ttie colonial roots of our democratic society, 
but we seldom remind oursdves that our political institutions began because 
they furthered more fundamental purpose of society; namely economic 
prcsperitY. It is not a mistake to assooate the printi^es of independence 
gmdu^ tne American Revolution of 1776, with those principles of ftee markets 
exprnsed in the WmIHi flf NeMoiis of 1776. It is only a mistake to fofget ttie 
corporate origins and txie economic motives of tlie colonial fight for 
independence. True, Ae cctoiies were fig^thig for free markets - 6«e markets 
for ttie colonies as an economic institution. Ine purpose of die agonies had 
been, and by the time of the revolution, stiU was die productton of weal^ bia 
very real sense die colonies were private sector oorporadons fighting for 
Adam Smith's free marisets. Colonial political leaders saw diemselves as 
representing the corporate and busizttts interests of die whole colony. The 
corporate nature of eaic^ odony/ the corporate puipose of the representative 
assemUies, and the colieciive pursuit of business obfectives for the cokmy as a 
whole was taken for granted. 

It would be may years and a km gradual endutUm before American business 
and American government would divorce themselves from eadi other. Our 



^ Xl at Sl-^ (l^gpUy, a cokii^ was ahvayf coittldaed an i^^ 

t>ody, afanilar in type to tlw gUdSr bomi^ and tiadiqg compaiilo of En^and, an of wlddi 
cxcfciacd 9^l£iff>ytniBi^ ^0¥tfn-Jj' 

^ II at 34 rtbat v^ddi happened in Viiglnia happened elsewhere also, but under otlter 
ooadiiians. In the duller of each proprielaiy GOiof^--ln die sane Instru^^ 
teRilmy into a se%noiy and placed at iti head "a tnae and absofttle k)id"-wa8 introdtioed die 
piovisloiv ieieBdi^ of Mil mammtat the dmer diet iat p t rn ka or Aould have the po%rar 
to make laWs widi BMe advkas and Msent of die 'frediokiefsOr..'') See alfo U. at 35 Hlicfe 
wae noditaig icidierphilaildtwpie or i p eci a l l y bicad' ffl i n d ftd in die gfandi^ of self^-guvemment 
to a royal colony, hr die princ^ tmdeifyiAg it partook of die nature of a trosineea 
proposition. A 

^ Only the corponfte oolonieB and Coraiedticat and JKhode Island remained compleieiy 
piopffielaiy and sdr'goveiuing. The Maiyiand and Fenmyivanla oolonies were ntnniad to 
land 1715, but i'' 



dMir ownere in 1(94 and 1715, biit sdn lenninBd seod-rajpd in fona See Andrews 819ml at pp. 
24^. 
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new fiedertl oanstitution placed many Umifs an the fedtnl govemment^ and 
created a fedecal gtwcMim ent ol tititttented powcis; hit ;i&K«f very fm 
restrictianB upon the st$m^ In hid, it took a cMl'war, tiiiee constituttonal 
amendments, and f^hat has been called^it seoond constitational revolution, 
to assert ttie audiority of the Bedeial government over the states witii regard 
to the abolition of slaverjr and egual r(ghts for freed ^ves.2J In asserting 
these limitations instate ridifs tiie language of ^ie fourteenft'amendment is 
not restricted to )ast ^ifgnts of the Ibnner ilaves. In the first case to reach 
the Supreme Court foQoWing ttie fourteen^ amendment^ tfie court uph^d Uie 
right of a state to grant art exclusive diaxter to a company engaged in the 
slaughteriiouse businesrin New Orieans*^ 

It was onW as we moved into the twentieth oentuzv, however, that the 
Supreme Cbuzt cime to accept the growing view UM private business 
was completely outside the organising ami coordixuittng role of the 
state, this position has become assodaied with a term - Loduiedsm - taken 
form the name oi fSme case in whidi the Supreme Court enundated the new 
separation of government and business.^^ This case is now one of the most 
condemned cases in the history of the Supreme Court Lodmerism has come 
to stand for tiie idea that the state has no ri^ to interfere or adjust market 
forces; and that such i n terference violates private rights of contract and 
property* 

As this new, and quite foreign, concept fock hokU democracy was removed 
farther and farther from die organimg principle cf business. Hie great 
corporations were daiming their independence. It would take the great 
depresskxi and a tftird oonstttutkmal revolution for our govenunent to reassert 
its role hi regulating business. But dds revolution was fought at a natUmal level 
over ti\e regukition of national economic pdicy, and in the context ci very 
powerful national c or po ra tions, Ranklin Delano Roosevdfs speech accepting 



27 AnMft d BiemXmiibdiiriitsrisvHyaiid Ai Bead i ne rt XVIbi^ 

TOle "on acBmna of laec^ ODtor, or pieHoiie oondllloA of iir?itii^ 

that "No State flhdn mske or enfaice Uttf law whleh iImII abiiilge te prtvOegBs or 

iflMBiinitte of dtisefia ^ tiie United StitiHi^ nor flnofl anjr Stele deprive any pwton of Witt 

Ubnty> or pvtqpcrtjr, wioiout doe pmom of lews nor deny lo my p t iMu witihin its jurisdiction 

the eciual protection of tiho lAwSh," A Una of SupRme Court CMee giielching tnio Che t9(ffB md 

70^0 has ^adnally intopRtod this langnase, thtongh a theory of ''inoOTporation,'' to make 

inuiy of the spec^ protections and gwarsntees of the Bffl of Righto ap^^ 

The Bnitf nniitlv sbttti^ and eighth amendments eie now hdd lo uppty to Stele goveRunents^ 

Adam Smidi as autfiofity for tte idea tfiel govBnmen^ not even state govenimentf ou not 

interfere in private business NtetionsluDSk/* 

^ SeekzdBttZ^Nuia^tSeU^ 450905^ Itisoondonnsd by bodtdteleftandte 

hidwUng Ritert R ioric (See 11» Tenipttag ol America: lite poliiW 

4g,Tbud>elDi^rfawYori6(19gqMLo dhiMris ra has come teetew^ 

no ri^it to inteffitee or ad yist iwariBst totctBi and that any sudi inierferanoe violatee ttte private 

i^^MS Of cuia i aL 't ana propeny* 
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nomiiuitioii to a neoond tsm e xp gt w t d Hie context in whidi our political and 
economic institutione coUlded just over half a century aga^ 

*lh 1776 wt aoiig^t freedom from the tyranny of a politiGai 
autocracy - from Hie e%hteenth century royalista wno held 
special privileges from Hie crown. It was to perpetuate their 
privilege tiiat Hiey governed wiHiout the consent of the 
governed*... Bu^ since Huit Strugde, nian's inventive genius 
released nrMr fodas In ourlsnd wfidi re-ordered Hie lives of our 
people. The age of madiinery, of railroads... mass production, 
mass disfribufimi -^ afl of Hiese omhined to bring forward a new 
civilization and wiHi it a problem to those who sought to remain 
free. 

For out of Hds modem dviBzation eoonooiic royalists carved new 
dynasties. New Kingdoms were bidld upon concentration of 
control over material things. Tloottg^ new uses of ooxporations... 
the wliole structure of modem life was impressed into this royal 
service. 

Ihere was no place among tiiis rovaity to our many thousands 
of small business men and merchants who sou^t to make a 
worthy use of the American system of initiative and proAt... Ihe 
savfrigs of the average family, the capital of die small business 
man, the investments set aside to old age - other people's 
money - these were tools wliidi the new economy royalty used 
todigitseliin.... lliroug^iOut the Nation, opportunity was umited 
by monopoly. Individ«wliniiiative was crushed in die cogs of a 
great madune. The field Open; to free business was more and 
more restricted. Fkivate enterprise, indeed, became too private. 
It became privileged enterprise^ not fne enterprise^. 

The royalist I have spoken of - the royalist of the economic order 
have conceded that pc^tical freedom was the business of the 
gover nm e nt but they nave mainlafaied that economic slavery was 
nobody's business... These economic royalist oosq>lain that we 
seek to overthrow the institutkms of America. What diey really 
complain of is diat we seek to take away their power. Our 
alleaance to American insdtutkxis requfres the overdirow of this 
Undof power." 

Colonial democracy came out of and was primarily a means to support very 
practical economic objectives. Leamfaig this lesson *- that our democracy 
began as a practicsl approach to effectivdv attaining economic obfecdves - is 
a major step tovrard dealfrig widi die ^ooal economic dianges ahead of us. 
But diere is more that our colonial history can teach us about intenuitional 



^ Dttnocialic GoiiTeiitfot^ FhiUid^Ms, June 27, 193S. Roofevelt^ tuoooB "naiuesvoiu wlQi 
auany ^peecn. 
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eGcmomic afftdxs M wdL in Iki^ te WMon fdioal ddldren leant about the 
colonies In terms of eoMieiMjS it iMCMMteyc^ the 

context of ui overeU M^iili umau^&iui tnd^ scheme. Young master 
Whitehouee knows tbon^^H^&tf^aMtsf^^ he knows that migar, 

tdbaooo and indigo^ii^ere cil9|^ of me eokxital eouiSh; mat soutem New Jersey 
was a major iron pioducser jqnd fiianulBfturer tooughout the revdhition; and 
that PhiUdelphia aii4 Nfiv Yorl^.:^^ He has learned 

about te colonial ^^^^OnoiAica, nol^miidi^k>lbiR3r by colony, but according to 
tfie ma)or characteristic^ of each adoxdai^iiieglloii. lie knows these regional 
differences, and has leaniied duit each region developed a different durader 
as it orguiized its entfre colonial structure anmndr not abstract political ideals, 
but around its tmique economic foundations.^^ 

Young master Whitriiouse, witti his 300 year old ttfiontX economic world 
view, envisions a Wodd in Which demodmqr Is a hanmaiden Qutndperson) of 
economic prosperity ^ a means fen* a people witii unicnie skUls and resources 
to organize their society in order to maximize wedih. He does not yet 
understand ^e concept of the separation of government and private 
enterprise. Hehasnotstudiedtheconcmtof a national eocmomy in which die 
entire nation buys standardized goods nam, is employed by, and invests its 

savings in the same large national and international corporations. ^ He is not 
aware to the twentietii oenttiry's "National bargain** In whidi we edited the 
large corporation a^ the centerpiece around which economic activity, in 
virtually every region of tikie country, would be organized as a national 
concern.^ In short, he Is better prepared than many "modem" political 



^1 See Andiews nipm , The Cbleiiial Htd^^oaod of tKe Americui Revolution (Yale. New 
Hftvcn^ 1958) ("lUn tfie piDOBH of adjusling IhniwflvBg to ttnir liew envlioiunoit in iBnipeniti^ 
aemi-tropical, or iropicil aonci^ ttiey pfCBOiled niaxiced pecuUaritics snd wide contnits in 
modes of tetttement fonns of agriculture, and conditions of wdal V^ F uiU ier i no r e^ m they 
added to their nttfnbetBM.tiiey e9din)il6d ever more duuly muked §|iDup distinctions end 
veiiationi^ wMch now we l eco y i l ze es those belonging peeuUarty to New England or tfie 
MkidteGbkmksortheaouih. '' Qmp9nBdnimiS.Marffm,T%e9ir^ef^li!i^^ 
1789, pp. 4-U (Univcni^ ef Ola^ FtaM^ CMdkgo, 1950 

did have mnoi in coo en b nn ^ TMs widetpteea ownann^ of property is perh^M flie most 
in^rtant aingle Act about the Americans of the Revohttlonaiy period. It meant that they 
««ere not divided 80 widily bslweea ridi and peer as die pao]^ of the Old Worid....lhef also 
cn|oyed a ooramon piivflcge ^^ maantaig of whIdi was more dlfflcult to daiemlne! flMy ware 
au sub|Kcts oiQnBk Pritrinimffpf Americana Che gnat ming about this cmpliv^ apart from tiie 
sheer pride of bdongbV to it was ttiat it let you dona." 

32 

" hi thfai bargain we agp aed to ejtfure the p eni j t a WiHy of ttiaae laige corpofations in exchange 
for die affluoKe and weiU power diat came iiOd(icorpomlt-ol%ppolies and dirir domination tn 
the orgainiation of atandaidizaa ppdadto a. Sy I bheit llaldv The Wbric of Naliona (1991 ) 
Cln letufB for ptoaperity/ American aodifety aoo^Mad die kgjitimecy and pennanenoe of die core 
Amoioan oocporetiaii."/ GoQipare Robert L* Hriftienct'a da a H^ The Woridfy Phfluaophers 
(3ni Ed. 1967) CTQt is alao evident diet die g^eal oUgopolias aie not yet an enauaied economic 
faudaliam and dial diidr verf ate leads not only to eoonnnlc pebAems but abo to iome far 
raedifalg aociai benaftla» hi tfioa^ we aedai to coaftonfta form of eodnomlc power great widi 
poaribUittes fbr econoBAic ^DOd or evil, whkh is not yil 'Yathmatlaed* widdn an ofer ai t htog 
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eoonomiBls for the vitlitlis of ttit «iiMfgiiig global economy in which trade 
and inveatniemfloiwtiwiH bypass mrtioiii^ Ha colonial model of 

regional economics and poiitiia dm also ]miyide mayors, freeholders,^ and 
governors witti a iri^uablai frnneigrorie for suooess in an age of global economic 
change. 

Hie perspecltve q£ 1776> is a good one: fp xeihfatae ttie lesson ttiat economic 
and polittcil sfmcHttcs m^ijiaft iom^*'^ tt|i wcbeM does diange; and today it 
dianl^ faster dia^ ii^er Itffofe. In sooie iteai ci te world economic grow^ 
is 30 - 40% a yeas7 aicid nietta dtie^ have jbMbme worid economic powers.^ But 
these dumges are incvfefeiirfhf^y ^iixeded' by specific patterns of economic 
organization and activity within individual states and r^ons. City and 
re^onal planners have become aware of a new historic reality, and are 
beginning to recogmze the e mergence of a powerful new economic pattern 
across the globe*^^ Ihe economic and political achievements of diese 
state/business partnersh^ are among ttie most impressive and original of 
our age. But resistttioe to diis "new* ecsonomic pattern is strong; and change is 
the most difficult for laige institutions who grew Urge hi an age when size was 
a necessary complement to independence. 

But fhm very aidependenoe from whidi tfiis resistance comes is itself a result of 
a corporate externality — of an economic structure chosen by our political 

philcNKiphy of poUttcal eoonoii^ Aor rogoklKi witfiin a §7^ 

end, of coonstr unlets we are raaigned 10 a Und of tafliiiBai nso^^ 

power* must find a legitiinate placa yfU^dn, and not above, their lar^ tocial and poUHcal 

matrix. What fSm place wiU t^ how Qkeir laponribilitiea Will ultiBialdy be defined, and in 

what way Ihenewbdanceof etsttmik]^^ today^-and 

ftirdy for a long while io Oome - wfll lenaln aniong ttie crucial pioblens widi which modem 

capitaUam mnat be conoBffied* /> 

^ The economic pretcriptiona for aurvival in tfda ringle mafket have now become common^ 

accepted, althou^ Mldiad Porter, auttior of The Omipetitive Advantage of Nations,** 

TBOBidy laid that his ideas had been betlir received by fojHff* governments than by Congrasa. 

See Dan MdigBivTHlNlC UXrALLY, WIN GLOBALLY; Harvard's Porter Pnahea Regional 

QustefS as the Key to biduitilal C onyeUU fe n e a e, Jim Vk M iigfoH Fnt, pJ, Rnandal Section 

(Apcfl 5, 1992). 

^ The colonial tannatillqied in New Jttsy far dectadcDun^ giiv t iia ne nt offldala^ 

36 See Ralendia S. SiiOdia* ai9mf. 

^ Economic and political theory alien followa the reality el rad worid events. When Adam 

Smith wrote An bufidrjf into <te Natun and Qum cf tfce Wailifc of Natisna in 1776, its power 

did not come almpiy foom an Idea; xadter it came Iram cxpreiting organizing prindpleB Uiat 

accuratdy represented the new economic lealitiea of hU day. Today, we alao have new 

economic raalitiea and tfaoae lealitica indnde the acdvi rale el g oven u nen t not in regulating 

the economy, btttoeatiiig and o^gaidaing an ecBiKiiiy. The twnendouagpuwlh of alate and local 

economic development oomiiiirtonii and agtncici aiound ttie ooontry is one indicator of tide 

activi^. Theae agendea are being eab b Uriied in msny forma; and, appropriatdy. many 

combinationa of pabUc and private involvement But moat of all they repia ac nt cooperation 

between the pum and piivpte aedofs. Theae agendea are engnged in planning marketii^ 

inveatnient and aaiet aflbcaiidn aetivitiea in a sdape and dinienilon ttet tradidonatty hn 

die domain of only uMf^ ^^'V'^'i'''^ 
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sector. C^Trporabe Independence became tfie way of thingi^, not because it is 
the naturel, or the tnUy way of thing* - but because the poUtical sector diose— 
to povide it with a atnicture within which It could operate independently. The 
po&tlcel sector in a democTAtic soidety is lAEuenced tsy all of its membeis, and 
Its **economlc joyal^tA" may be more infltiential than most in detemiiiung 
society's economic courae. But once the theory of separate world's for 
business and government is accepted^ once state political leaders forget Aelr 
roots, once they have pulled back from a view of thentaelves as managers of 
wealth creation, a new economic patten^ a new institutionalization develops 
within ^t new framework. StiU, the institutions to support the "independent** 
corporate model took time to develop as Roosevjdfs address in 1936 makes 
dear. Hie withdrawal of state governments ftom economic management 
created a large gap; and the Federal govenunent stuped in to ensure tiuit 
neither the aqparatian nor Ae withdrawal ever became total 

Business organizatidn stOl demanded teamwork^ eooperatum and tiie pulling 
together material, tedmological and human resources. But in Ae independent 
corporation this dooperation is skewed toward tilie cooidination of mtemal 
resources only. So market control and expansion become a natural response. 
Self sufficiency, size, and business strategies built upon domination, become 
the leading models of buriness organizations. Nevertheless, our oorporate 
mants were never really independent and never self sufficient First of all, 
Roosevelf s New Deal not only began die social w^fsuie state, but it began 
the age of corporate regulation, and it gave us our guided capitalism of the 
last fifty years - Fedml government management of Inisiness cycles, and 
levels of output and empIoymenL^ The federal government had taken 
responsibility for die proper functioning of tiie economy by dus deployment of 
monetary controls^ m tax tfid ^pending powers of me tederal government, 
and tihe sodal safety net features of our current system.^ 

While the dianges enacted by ttie New Deal are often seen as very sweeping, 
and as a reassertion 6i governments role in die eooncnnv, the New Deu also 
institntionalized €he concept of a national economy built upon the large 
luitional corporation. Over time, our underlying financial structure also 
changed. And today our financial institutions pull money directly and 
effidentiy from the savings of every American and apjpfy them to the needs of 
our national corporations. Institutional investors now invest directly and 
exdusivdy in the money and cental markets. What is new to this support 
structure, nowever, is that bistitutional investors are suddenly the dominate 
source of capital and investment for these markets. Something ouite 
remarkable happened to our financial system in die last forty years, wittiout 



^ SeeAeEiiiplo7mentAciofl946lnwlridiCtonBieii<tt«l»^^ 

poli^ and letponaibU^iF oi wit .FMaru Govaniimnf»» to pniinote nMUdmuin enplc^fBHii^ 

productioiv and pmc ti a tte g powv." 

^ Tlic growing dtbtn evtr wdfae wfonn ncccmrily levolvea around whether ttie tention 

between a) the aurait idea of the public MfrCy net in whidi government passively r e dir e c t s 

wealth to those whom file firee anileel mliiei; and b) active gov er nm ent involvament in the 

Gooraination or sodedcf fesoums towaid wesith ocation . 
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any consdous plazv aiidpuvtly as a by-product Qf our independent corporate 
structure. American houaehold 8avmg$ is bioeaslngly going directly into 
pension^ 40100/ insorani^ and 9|atuai lit^d^ wiAiout ever going through a 
benk. This is siptfllqiii^ because oof JM^ital iiilttlatioiis (e^, tlie Feteal 
Reserve) ate oiil)e feeeld^ IcKiegiilale jfHi tcotiMttay tluougS the banldng 



In 1950, pension to^ $ild lei|^tlisa^ 'iM;. perdtfit »f this country's equity. 
Today, pension fiir^ds WI^Amk dih^^^ of ^our equity assets; and total 
institutional inve«br hoPhfs: a^60%c^ ^e eqcd(y tnazieet The growtfi has 
l)een dramatic, even in the lest diBsds.^:]h:1981, histitutioitai investor holdings 
were only 38% of the equity market; in iS66, the percentage was 44%; and by 
1990, was siin 53%.^ Now that global eoDnomlc forces are dianeing the face of 
our economv, our fhiwid^ ^yst^/ nv^dch has ahnost completely tr ans formed 
into a vehide for the support of me old national corporate structure, is being 
asked to change. But mstitutional investors are a more conservative lot dian 
entrepreneurs; and as a whole refuse to duoige dieir traditional focus on tfie 
capital maxkeis. The Mtilt is a Ihiandal system with a pronounced structural 
bias in favor of ttie old corporate systems in faVOr of independent corporate 
business enterprises that can obtain capital through d\e espial markets. As a 
result, te fiduciary financial system, designed under the old model, is finding it 
(UfBcult to work with state and local governments or to address the needs of 
small bushiess enteiprises that are better suited to the dassic direct lendii^ 
approadi of die cdd banking structure. 

Both our economic and politidd sectors are scrambling to convert our old 
corporate economy, one with a significant focus on the poduction of military 
goods and servioes, ixtta an economy focused, on s new model that can 
improve our standaid of living mi quafit^ of lifi|. . Converston of our released 
miutary production stone will require a wide diveisity of productive outlets for 
the released energies of ^ military economy. Decades of our old national 
corporate economic model encouraged economic cenlnlization. Our financial 
mtem responded witii a more centralized investment structure. Andnot<mly 
did we centralize iave$tment control, but we institutionalized investnwnt rules 
skewed in favor o(;tiiiep|ipitsl Markets of te larger, more visible ovporate 
eomomy. This aningeikient was mutusllv beneficial ^ the investment world 
obttdned better eaiiimgs figux^S ftoni die eocmomic concentration that it 
financed, as it beoomeA incretsingly concentrated itself - but it did not 
produce an economy iptef^nd for ^cKial ooo^eti^on. 

Economic conversion will require both diversity of economic <^)portunity and 
diversity in tiie control of capital if all of tiie resources of our society are to be 
utilized efiectively. And here is the central problem. CXff current financial 
structure has ccmcehtraied asset aUocaiion control in the hands of institutional 
investors. If the InstihittOBal bias agahist diveisificathm eontinueSr otir 
investment stnicttne will be en obeUde of ecpnomic convexsioiis needs. 
And the primary bason tiiis biai continues is tliiit tiie assumptions underiyhig 
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the old corporate piradiai have been tnstitittionalized into a legal and 
financial framewoik wliidi fidtidaries atill inierpret as mandates against 
diversification. Itovever^ttaeislupe. ff it is folldofe that econoinic growth is 
better served bv ^e <fld model of c0r{K>rate growth, and if fiduciaries 
recmiize die foudore chaiider df their^apcitating SsmunpticBis, they wili b^in 
to (£ange. Our etionoinit^ need tiiis diange because fiduciaries are now 
olticaltolheallocslioniilinvesfmenlicsottrces. State and local governments 
are new players la the ^c^^fmybecikifBe Ihenew global economy reouires a 
regional investment looii^'^not aiiatimiii fixus; ana it requires diversificatiGn 
not concentration. But 9tt£dess requires liot merely the coordinaticm force of 
our state and regional governments; it also requires a financial system that is 
integrated into and supportive of ttiese efforts. 

It can no kmger be denied that the structural bias oi die histitutional investor 
negativel^r affects not oiiiy the small business sector, but also entire 
communities diat depend on direct lending for economic growth. Despite a 
growing recognition of these negative effects^^ this bias has been 
exoepdonally difficult to counter. Fmrt; Ae venr speed with which our new 
global economic structure is beix^ bom means that te last half century gives 
us no precedent for objectiiig to m continuation of past fiduciary practice. In 
1993, the institutional investor sees him or herself as merely continuing an 
historical practioe. But there are two ways to awaken the institutional investor 
from her or his habitual recitation of flie mantra of investing on the national 
corporate model- 1) to convince the fidudary <tf die economic benefits of the 
new model; and 2) to show diat continuation of practices begun when 
fiduciaries played only a minor economic role ue not appropriate now that 
the institutional investor is tiie dominate ixrvestor. 

One difficidiy in overoDoitiig £udi^^ 

seen as an "objective" ded&on makteg process. The new model, is a looser 
confederation tium the old corporate kingdoms. It is composed of faster 
moving small companies, who have traded the large corporate parent for the 
coordinating role of tiie state. Fiduciary investment decisions are based on 
average risk and return information; but as yet thne are no averages. By 
fiduciary standard procedUires, Iherdfbre, sancttoned by law and regulation, 
inner dtles, and even small bnsmeases, as entiie investment catcqgOTies, are 
obfecti vdy evaluated out of die prudent portibliQ.^ . ffias is not acknowledged 

I " ' ' f ■ 

41 See PblkyRwKier lift FiaiieFlPMiOttBu«iP4iniinm^ 

Ptolky AUoMtiyef^ (Aqgaitf 1992X .Abo set BoonooaioaUy Tvgpetad Invcrtment*, An ERISA 
?6Bcy Review, Xepoitof the Weak Gioapoii tadon fa w rtu M BiU^ Advlaovy Goundl cm Pemion 
Wdfm Old Benem naiii^ IMled Sirtes DipntiiKnt ^ 
^ awtOridrod,thetoiwdticiolNew)giqr,aiidd cpW ii gd cDi^ 
take IwMt from ttie new wilKi^gMM of Inititntioadi^ 

the coimtiy. Soe BftlEi, Bewaids And Xasamilaaa^ bmtft^n OamdeU, Fimince/Bnsineu 
aectkm (October 15/ 199S) CTundinin^gement gnwpa h>^ 
bitiy tding anyoiie %i(1k^ IMen. llie ep^ 



money In all thoee fMHtog fteccs wiifcii iwo« of us had p w v ion d y M toc Hted mrifli poverty^ 

I and TTiiimi 
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because the criteria Is "objective^ sancttoned by law, and operated net for 
private gain, but for a purpoee that has nearly universal public acceptance; 
namely, **«he exduBive best tttierest" of the participants in the funds.^ 

Thtis, thei« are two hurdles for ^lose who instinctively feel that investment 
capital should serve the nbeds of our moon's economic health. These two 
hurdles are 1) tradition, aitd 2} dMs obUgatfoA of any fiduciary to do die best 
that he can for *luS people^ - the employ^, retirees, and beneBdaries of his 
fund. Widi rasped to tridttlon» let me sa^^^ia^tltene^ 
traditional and cdnBenrattve eooiiomie lihbdel, and Uiat it does not imply 
sodai investing. The contnbuOim oe irtiike in Vie framework cutUned in the 
White Paper to the economic theory of the economically targeted investing 
"ETr deiate is rather, to advocate fiduciary suvport of diversification and of 
the new role being played by state and local gooemments in community 
wealth creation. In a sense it is to advocate traditional economic values 
consistent with the corporate democracies on whidi our country was funded. 
Modem day corporate democracies on which our cotmtry was founded. 
Modem day corporate democracies should not be any less conservative, or 
any less entrepreneurial than the corporations fiduoaries are comfortable 
supporting. Furter, econoinles that becoine diversified and have ttus support 
and backing of state and local governments, will have less aggregate risks man 
the former aggregate risk of isolated smaller enterprises without stable sources 
of long temi miandng. 

State governments will have an increasing intQlerance of a fiduciary investment 
structure tluit distorts tlie allocation of American savings puxsiumt to artificial 
rules of the gaxxie. The n6W econcnhic participation of state and local 
governments does not eliminate ttie value oi large corporations. But it does 
eoualize the playing field, and open up opportunities to the entire society. 
Also, to the fijoiudary yfho argues that ride inanagepnent requires that he or she 
stick widi the old ctnrpHirate kirigdoats, I say this: it is the unchangiiig 
institutional practice in changed financial and economic wodd that 
represents the real break with our traditional values of competition^ 
economic growth, and risk managemcnL 

Lets look at the "tradidonal" fiduciary bias against the iimer dty, or against 
small business. Traditionally, this bias did not matter because the 
institutional did not control large amounts of capital, and was never 
"objectively** evaluated. To a large extent, it is the continuation of this past 
fiduciary Dias that actuall]r creates toda/s "objective** criteria on which 
investment diversification is avoided. How can practice create its own 
justification? Simply. Once money be^ns to systematically fiow out of a 



has aocderated itiU further i¥iUt fund nuiiuigen practfciQx filiiiig over cKh other in the 

stanqjcde to laundintw funds."). 

^ SeeHeibertA.WlatehoaseaidFkankMocisaiio,X)ldJ^4anPotlff,Ftei^ 

Lines Soudi CMUnd Los Ansetas," Tkt -^-AUantk Jmamd ef BusUum, Scion HtU University, 

(JuAi^ 1993) (Demonslratiiv that "ecdnomic investing in the inteiest of the oorponitc pUm 

spoMor is a standard^ and Id an exieiil a jiwtifiiMi; pndice ol^c^^ 

iiw BoDwopdc B auMJ iw ti wftt Bo mn i tkin Fdjiusiy 1,1994 
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cxnnmunity the 6ly|ectiye xi^k wiK incf^Mie lor any expected levd of return.^ 
All obfective inforaiatidh wriiltlUe ffif ttilEf ifisUtutionel investor - that Is, 
tnformatioii on (he »verages - confirms ^U5. The only soliaiion, the only 
escape for Ms logicftJ box of otnective risk is to go beyond the ixiformation 
banier, and for the structure itselif to Insist upon and enoourage investment in 
worthwhile Individual projects. Thia solution must be facilitated and 
encouraged by govemmCTt tuition and for tiie following reason: bistitutioiul 
Investofs are not entxcprcneuis, ihey are flducUrles; and they do not see 
their role at wealth crcatoia, but tatfaer as the trackers of retains made 
available by the entrepreneoi* who do create wealth. Hierafore, state and 
local governments need to estnblijah the stnictiire and framework for 
institutional Investors to be comfortable with ttvs risk and return of broad 
community investments. Wldiout such government initiatives, the full 
participation in regional economic efibrts desired by government to meet 
global competition lyill be rdsttided* 

The model for tius alternative investment framework is the relationship model 
of direct lending.^ Unlike the capital maikets, and because of the Increased 
flow oi parallel Sanking system monies fluxm^ ti&e c^tal markets, banks now 



^ See Whitthead, st^pm. See abo, Sdwyn WMtehead, TestimoAy Before the Mouae of 
RgpweentaHvii of the Unttad Slatea of AmBioir Instmnce bidustiy Redlining Pncticea 
neanng suDOominitne on sjobubbo^ v.onauinar.i'nienuMJu awo uompeuitvenaB^ \Maiov ivk^/* 
In thia t att i iiipn y , Ms. WhUeliead, leoommenda the estabUsluneiit of an urban coonomk 
e^^)01ve^Bcnt mveaonnic nnia- lo naiiane uie movaMnt oc maniDiioiiBi invcMOc aaseia biid 
email biutnaai and the Imwr dty. This hind»«cpected to be hnmdied in 199i, is knovm as 
CRJ.D.I.T. (GoBiinon Resounces kit Boonomlc Pevdopmoit Invemnent Trust). CR.EJ3XT. is 
built around the conoqA of ^piovldliig'a dtvsnlflod portfolio of smaller bank investments fo 
institutioiial investors '^b a -way of tidiiecting institutfonal funds h$A. info comnmnity 
development these iiiiestmsnM will indude sfaott and kmg term d^ to tfiese banka^ equity 
positiocks^ as wdl as oooidinalBd a dminis tiatlve services amngemsnts to dlrectity utilize die 
dirout lending expat ti se of baaldag inrt t t ut io B S' in eDBailbu siiuss and community de vd opn>ent 
Gompaie Ceolftey Scotloiv ONTARIO FUND RBADY TO PLY: NDP to unveil revised ventuie 
capital piognmr Th^ fVmoidtf P9ti (Novembar IS, 1993) COntarfo's NOP go vern m ent is 
OK p ected today to unvcH its Oatacfo InveMBncnt Rmd# tnten dsd to invest In sBBall*and anedlure* 
sind companfcw that have tmoUe getting cspitdL.. Ffarst planned to be a SZ-bOlkm fund 
drawn larggly feom pub ttu ee o or pension fimdab it is now sKpected to be S 50 million, 
neavyweig^tta innufliiig aootia aiaeoM m& < nairuit vornon vneemniugiv oanit or si o n ir uu 
oudrman Matmew oanett and Bank of 'Niove Scotia vice-pnsridBit Robert Brooks are amoog 
the s^oop that %vi]l |oin-Piemicr Bob N^ Boonomlc Devnopment MmlslBr Ranees uhMn and 
Fbianoe KOnialBr Floyd Langhivi for te aimourtoem^ 

Goklman Sachs Gsnada and Canadian ImpaBial Bank of Gonmerae. The fond la expacled to 
indude a mmiher ol smaOeri ao-oalfod expert funds in foch areas as biotedmology, 
tdeoouununloalioiis and foe enviionmenL The initiative Is e KpeCi te d to be fended 60% by foe 
privale sector and 40% by -tlie ptovinoeiv* 

^ See Ran^Baib«>I¥eeidantGBnlv for BeeoioaakOiginlita^TMtanoRy before the ERISA 
Advisory Goundl inveaiment Weik Gnmp^ OuM 1992) CHeriy WMlehouse may wefl be oorrert 
when he suggests foot foiacotwIry^ie^Dnri and loml banking structure can ptovide foe briii^e 
BDm uie naannai capiwi maiMv un wmcn pensmn mvcsmrs p p fu ci p aw amosi ewausiveiy/ 
for lei^Ptding panrion doUsra/badklSto foe con unu pities foom i^dviCh fShty oome and fo vrtildi 
panklpants and b e n a fteiai les Uva.'T* 
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need boiTowB as tnudi iMr te b^mnvtiiicttds • iNuik. Individuals and small 
business have resoufides^^iaft areidle tjeeause they are truly cut off from the 
given and take of the large conwrate marlcet place. We have all seen the waste 
of resouices in the inner dty tot many decadea. Hie recent layo^ of middle 
management and highly trained technical people over the last five years 
illustrates the same &nd of wastie ~ It !■ only |u5t now affecting the white 
middle class living In aubuiina* The «tructuT« of direct limding allows die 
individual lender to evaluate an individual profect home or business and to 
make an informed determination that may put these wasted resouroes bade to 
work.^ Government can reintegrate the resouroes of it9 community into ^e 
production of wealth if th^ intemdon is done at a level that is geograpliicaUy 
small enough to coordinate^ ana under a "CDrporate" mission that accepts, the 
objective of wealth creation rather than safety net administratian. Such a 
weaith creation mission by government wlU reverse the credit problem 
resulting from a struclittal flow oiit of imaU business and inner dty 
communities. Why should an histitutional investor diversify into an entire 
economy? The answer is tot when goveminent takes the diverse resources oi 
its Gonummity u|i4^ its umbrella it makes the failure to diversify an 
unnecessary risk far te institutional investor. 

To a laxge extent Uds diversification should exist widunit state government as 
an economic partner, the fiduciary's own science, modem portfc^ dteory, 
tdls her or iiim that the most effident portfolio is a diversified pOTdblio. Ifids 
or lier investment world were not dosed to opportunities outside of the 
national corporate paradigm, portfolio theory would already be movtoe more 
quickly to recognize that its cUd restricted investment approadt enhuls the 



^ See£Qpii0itnePblifc^,QXFfiitISDIVlll8OGNWHBIH^ 

VENTURE G/O^AL RDiJ^ Diiay ileport Bar EaccttilVe^ Tte Bmeaii of NatkiiMd AO^n, Inc. 
(NoveoBber 17, 1993>, (nwipn Wata^* dfraftor ol ilie Omv lor Vemure Reaeuch at die 
Univenily of Sew Vmf^i^^^^Omt^ NJi^ lakl he docs not bdfere tet ttie Meial 
j^ v en u nertcanaiatdttfaeaptle of pdtvel* capital in the maikit Ha added Oat direct pubUc 
inviabiMuil most Ukdy will not come i^ wiAk flie knovf-Koiv naedod to propel fled^Ung firms 
torwatd* as would pitvate vrntuie c^iiiol soufOBSiM- WdzH im^yned that ttie govenunent set 
at a catalyst lor invotmait in new Mgh tadndogy finna..^ He also taggeatBd that the 
auvwfiunent pkQf a laciiitatjag- lol^ laniar (Sihi a dliect iBvaiCDMfit tdc^ in csrHting vemuro 
capnai* vvaisn leooPiHignQao. piai ne guvctiinicnt nnaafwiue lOi ine ncxc mee yaaTB tne 
operating t?q> enie s of exittfog Vmtiire capitd nitwoiks diat *niaka a flMrlcaf for ¥^iat he 
tenned 'the inviaflile ofepital naikeif orlmiilniai ai^ids.' lUs niBri«t Is made up of about 2 
ndnkm adf-made, Mgh net woith Individttab who have ttke money to invaat in new finna. 
Thomas Slanlmv attorney at law in WaaMngtoQ, DXL» agreed that iff there is a ids lor 
government it ihoukl be in adfitig as a:aaalyBt to invesiaMnt 'Ihe fce^ is to taz^ 
and Uie <{iie8tion'^ ia- -tdiere -can flie government make a. dinlBvioe/ be said." Compare Hie 
initiative befa^ propoead by the United States Department of Lebor Advisory Cdundl lor a 
deaiinghoiise or networidfor eoonomkal^ tsigeled Investments. An analysis of dds pioposal 
can be lQui4 In the rsaportof tt|B Wodc G1017 on BoononkaOy Tatgeted b 
November 1993. A]id.GoiiipB(e Sidianl S^Un, Gsoup lonm so venture capitalists are 
acoeeeible» Basditfi inoiMrf^MdksaRoil^ (Odobar 12, l99Si CMoet venture capital companies 
aie kx)U^g to invest in'oxis t tiy boslnasses and weir uiHiiwuiti tnveebtnent is lakgcu in ttie 
mUttons of douaiaij^ Fbr iinail bnsHtiwiss, a htfler soittiae of capHal is v«^iat I caU angel»- 
sodsU indtvidoal tRveslriie l o wung to invert- maybe -a ^nsiter of a-SMlllon doilaiSk^ 

Stfwyn WMliMeao end Ilnibttt WlilMnoiiic ^t^V 
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odcporatiofis pi oij ^ ew j d ptni>tt» btOBiat fiduduiM dtredtd our luitionai 
resouroet umkr ttltir oontnil «> miaiict 1 



I il$ ^vyivlh* Jtiit aft nomy flowliig out 
of the inner d^ and MoaSi busteBft increaatft risk to ttioat invtslmtni^ monty 
flowing into die national c or pof al ionftdtaeascd ttie risk of cadi additional 
investment there. But w «tAte and lo^ ^Temmovis begin to assess ttiair old 
role in economic affairs and actively focu5 on the productivity of total 
communis resources, fidudaries will hAve to reexajiune te patterns and flow 
of their invcstmer^t activity. This reexamine don will leoQgniae fliat long term 
gains in equity have been fueled by i steady flow of new investment monieB 
due, not to the Inherent supeilcirity of capital maricet iaveetmeBt 
opporttrnfttcsr but to an *ccddetit of stiuctun. Fiduciaries will quiddy see 
the need to at least hedge against dkeir bets on the old structurt. 

Moreover, despite institutional investor hubris, the oondntied existence of 
banking tfid the returns on investment still available to bankers are evidence 
diat tiie relationship model of invesUnent conkiiiued to attract investment 
capital, even before any models of tdtal cooperation began to take shape. 
Diversification into the "relationship sector" nCt dnly provides comparaole 
return, but it introdtioes an element of overall risk reduction. Tnis risk 
reduction occurs simply because participation in the U.S. capital markets 
readties only half to the Mductioii economy. It is also dear ttiat tfie economic 
healdi of die a^tal maneels moves dififerendy dian dw economic healdi of the 
non-market economy. In addition, improved ccmiputer and commimication 
tedinolpgy give the small boutioue a vmole new dunenriim as we move into 
die world oMfae^virtolcorporatibn.'' This dear trend in business organization 
was beginning even befpre the «fid of die cold war and will only be reinforced 
by the need for ecqqnoii^c conversion of military pfoducdon.^^ Institutional 
investors who refuse ^diversify are simply ^mbii^ on the continued 
domination of die large corporation -. die ecoxKmiic equivalent of the T. Rex 
and die brantosaurus-^iddicnit hedging ite the poifftllity that a smaller, fturter 
spedes of company, now beiiig nurtured with the assistance of a new 
incubator - the state - may win me economic evolutionary race. 

Institutional investois will be needed to provide capital to diose outside die 
old svstem; but government in^^dvement in die new economy will help 
fiduciaries to reduce portfolio investment risks at die same time. 
Diversificatkm wOl become both good investaient and good economic policy. 



^ )anietF:pdl«,TIffiSCXriHERNCAUrai(NU]OBMASX^ 

THE DBFENSB FUNtJs LAHVOFF ABROSPACE WORKERS TAP INTO CONVERSION 

PROGRAMS, Loi Ang^ Tbm (Scpftnibtf 2^ 1993) nhe haadfiil of defmse oonvsfskm 

progiaiiisiwiiiiideieciwiiitiy~>oni»olwBidi|aOfidetMdniPBy,i^ 

bodi - ne (Hit now bdng ibimed at die fed«al and iiate lavdin^ bi CaBlomia, ttie pot of 

aviikMe cMh is smalt cipcdslljr CDinpend 10 the dioofuidt of peopte laa^ 

Biflilaiy o o iilfa ctDWbBiitioranii i li'qitdaMWipafiiworiBef wfaohisag^ idea for a pvodtict or 

aenrkse that nright Nil i«dl er ttoomialo a nsD bnda^ 

mofMjr tliat Is svaililbla. .CXia iOoiQi of c e pii i i ia a ntnd Bma^ed liy the EoonoonAc DavdopoMnt 

Corp.ofLosAi^pteiQwiey,aiioeprolitsml^ttiatieowiiyi BW iii d SLSi^^ ' 

convCffiaB loans. 7> 
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merely calls iot w '^jmiwy lQr^P#>^ ^^ *tate and local 
goveinmaiilt to jpnultiiilf ciiatiN ^ub ^Mtmcnl of a fair tbare of its 
assets in small bosiiiess and innef city community economic 
dev^opment 

Hds "fair Ahar«" nUght be understood in £ome o^texts by looking at where tiie 
peiision or 401 (k) monies a>me from. The ©ounce may ^ taxes, or it may be a 
pooled investment fund serving ^ouaaiids cf individuals in small emfdoyer 
plans, or It may }U5t be a small employ plan funded by the oontributions oH a 
smaU employer. Inv^tments are a way of pfoviding capital to business. When 
a state's pension fund invests in % corporation's bond^ or new bsue equity it is 
providing the eoulvalent of a loan to that business, and at low rates not 
available to the mdividual and small business taxpayers who provide Ae 
funds. I submit that a state can reesanabfycondude mat it is not fair, and does 
not make Kood economic sense;, to skew Hie investment of its ddzens savings 
disproportionately against tiie productive souices of those savings. 

We see the ejects of this investment steew" in the current economy. 
Economists diaracterisDe our lads of economic growth, and the now common 
corporate layoff, as a result of the Ime corporate sector's "productive over- 
capadty.** For years our investaiient bias had helped large corporations to 
grow. Certainly, ^ constant investment flow to duit sector h^ped to increase 
the market value of each prior investment But the entire economy did not 
grow together. Demand has become a problem; bodi bedatise of the poverty 
surrounding the coq>orate palaces, and because those individuals with money 
found that the new global competition could often better supply their 
consumer needs- Institutional investors will not be able to continue steering 
assets toward the old capital market structure if this excess capadtv problem 
contiime. This situstlan is remarkable similar to ^e demand and custribution 
of income problems faced when Roosevelt wrote of the "Economic Rc^alist" 
But then the solution was to increase demand on a national level - sodal 
insurance programs and, most significantly^ the demand of World War IL 
Todav, we are looking for ways to invest the peace dividend, and increased 
sodal welfare expenditure wilJ not help us with global competitiorL Today, 
the challenge is to provide alternative investment structures involving our 
currently uncoordinated, isolated an idle human resources. 

In the late eighties, because these alternative structures did not exist, 
institutional hivestors continued to dune after existing assets when economic 
growth was no longer an objective, Thus, economic development was 
separated entire^ 6pm tiie portfidio's iiivestm^ In short; tiie built 

in structure or ^vored corporate finandng has resulted in economic 
distortions, and lutf filed as a model for economic expansion. The old 
structure has hurt small buriness, and limited tiie diances for new corporate 
oompetitioKi to Gome out of growing small company firms. Hie solution to tiie 
Itfge cxapor ate sector's ^'pcoductlve over<apadty" is not to continue providing 
low cost numey to tiiat sector at ^ expense of tiie broader economy. Sather, 
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we need to equeHse rfineiudyii oj^portuiiities, encourage investment 
diveniiicatidiv and gjow Ihemtbl te economy. 

These objectives arc not foreign to our free market ld«al5 and valt^es. It is 
merely fbiklore that the old model of the national corporatioTi, the Arm<Hik 
model, the model of the economic royallfts, is the moael of a free and open 
economy. Strong state iSnd locitl government Involvement in economic 
gro wtii wfll enhance maikefcfteedpmSi not limit market freedoms. And fiirdier, 
as we will discuss latsr ih tfils^Wh^te lUpei^ predsely because atate government 
again accepts a charter toitiana^ aodetliefl production of wealth, 9ie pc^tical 
franchise wili become ilgmficaAtly more meaningful. The term 
"disenfrandused" has fe some time now, had a meaning that went beycHld 
poUdca and into government Now a state's involvement \i\ econcnnics will be 
come the tod to pdtticd empowerment as welL 

Empowennent requires diversification^ local control, and local autonomy. The 
national corporatftm is not the model of empowennent But diversincation 
requires the redirection of finandal resouzoes; and te institutional investors 
wtib CQKitrot te aQoeatiaii of resquroes.need pnidient tools to diversify into the 
entire American eoonottiy. Fc^ large corporate investments the portfolio 
manager has the ^efBdent^ ^P!^ merkets aS; his or her basic tool The 
difficult ytMi ^ ^fi^tfn^cdng ecmmiy b tihat eadi hivestment opportunity is 
too smul be included in ^iese *^ffldeiit*' cental markets. Market information 
does not exiat for ttiese hivestment But some have mistaken this infOTmation 
Uas for an hKUcaiion tet the test of Ote ecotiomy is inherently hderior. One 
sudi manager of a large east coast state pension fund indicated that his 
rational for this exdusion is that tfie economy outside of the capital markets is 
too risky, and ^t eo^lbyees ^vould 'strongly' reaist any direction of dieir 
funds irito the kind pfinveMMfiis Ihispointof 

view is not tmique» It is^ Iniacl^ ^ main stream institutional investor view. 

But a state government : concerned about total cooperation and the 
enfrandiisement of its entire popialation win be less disdai^ 
banking function and the people aiKi commu^ It is exactly 

because of the hubility oi me markets to reach the broader economy that 
t>aiiks are considered to l>e an inherent good - a necessary part of our 
financial ^atenu ; Bank exist to provide the capital necessary for economic 
growtiK. Tney ]ust provide fids ci^tal in telbrm^ direct loans iiwtead of die 



^ AiyirtS,19W,klwftiMi Ronald KlachohtiBfeitmBit Direct 
auttwr ioggnting ttiat iMe ieoipkiyets >Rnld atnaigl^ v^^ 
ttie kind al infesiiMnts iiiidcMl« by the bvdES." Note ttiat the Ne^ 
Coundl codified i^ pohdcs totvaids sodti involii^ in 1984; Tlie Councfl adopted the 
foOowiag poii^ *n« Dfaririon olliiiwlmml dioiild prafcr invealmmts In omipanies which 
i of '^ievf jfBMy, aupport dUtraattw cncf^gy loufOBa or arc 
oontroUod by aoo n oi n iflriy,mMdfanif^gwl indlviauili^ ptovided audi faiveadnenti maia die 
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bond and stock transactioiui the jportfoiid iiumagtr ums to provide capital to 
the corporate economy.^ 

Direct leiuUng Is the historlGal engine of Mmomic growth, the building of 
foctoiies, and the creation of Jobd. it is an engine that will play an important 
role in a new gtt>bal economy. So why does the Institutional investor look 
down on both direct lei^dlng and the economic sector dependent upon dixect 
lending? Can the economy somehow b^ better off witihout direct lending? 
Can an economy be buJtd around a Hn^dal engine that has an avertion to this 
kind of inventing? Of couitfe not. When pressed^ the institutional investor will 
admitthi9. But she or he will sfty that the Institutionat investor has one role and 
l>anks another. This attitude is primarily a result of the quickly fadine 
assumption that the phenomenal growth in vnstlnitional investor CQntxolled 
assets over the last several decades was the result of obfective market forces, 
not structure. 

Today, state and local governments will no longer accept a capital market 
skew as desirable economic policy. In fact, state and local government 
involvement will diange the structuxe on whic£L institutional investors have 
relied, lite mstitufidnal investor's prefeienoe for the status quo merely reflects 
a natural desire t^ xetain ib advantage. Rdative to thi rest of the economy, an 
ongoing net inflow of monies firom the boarder economy hito the capital 
maricets works to the advantage of the designed intermediary for capital 
market investment But structured advantage in the long run will prodtioe only 
economic distortiohr not economic growth. And a state government involved 
in the work of makhvg its entire sooety productive will not tolerate structures, 
at least in their own p^i$ion funds, that work against the state's economic 
mission. The history of AAt^Can eoonomic expansion is a history of direct 
lending, and a mofediv#i$6ed Ownership of Ivealtiu Our banking mstitutions 



^ CoiiipaieXemiitHuiien,I^imyoiirlownaiDiii^ 

1993) ("An states bant deportoMnis of economie dey^SopniBnt iidio woik with towns and dties, 
but often they are "dephant linnlen^ wlio go sAer jAe bin pvospeds tfiat csn pio'vide 500 to 
1,500 Jobs at a d4>-.. Btidcen are key to ev«y soQoessfel esfttiiple of tev^^ 
md 'growing a new or CMpandcd entaiiAise. Tnqf pravios nofvial bank finmdi^ and siippoft or 
help find oAer oapltd sotitrgs* They rcsoMth bond issnss^ pravida counsel on sitting up ooopsy 
paitnerddps^ mtnicipal consortia, etc*)* Also cDsopaie David E. Cuii^>ert» Building your 
business foundation: tesouiGss to hel^ you grow your oompeny, Yfofkbn^ Yfomm (Novemiwr 17^ 
1993) CMany would-be qtm ^n a ww don't nssd the $504do or more that bsnks typically lend 
and die SSOOjOOOor moss tfast venture cspilal finns invest they msy need only a fsw thotissnd 
dollars^ or even just a few tumdredddiaB^ for s ome e quip insn t or invantofy to get tfidrbdsi^ 
off die ground, bi teoognition'Of tfds fsct, tfte SRBA list year began its micioiosn Danonstntkm 
Project to lend anywhere from a few hundred dollars to a naodmnm of 5 25,000 to individuals 
sCartii^ business via non^foflt oomniunlty oigsniaUiona yriSS^ lending eqseiienoe. During its 
first year, die p r ogram aooounted for 330 lorn worth a total of nnriy $33 million; loans 
averted about S 10^. Ahnost half of the funds went to businesses owned by women. In one 
case, a single rood^er of sfa on pubttc s ssJs l s nc a o btsin e d a $475 loan to buy haircsre aquip a^e nt 
to begin a home-based bcait^ salon. Tliis pipgram is makfa^g unp tacs d ented headway in 
financing g^fasaToots cftterprlsea in eonunnnities across ttia United Stales/ says SBA 
administnitor Hnt ki n e BowiaBi /. 

TlMiBooaopiicEaipowwnwt Bpu pn e iM iii Fdiiuuy 1,1994 

snwyn wmMMSn fiMi-ittnMit wimsnouM ngisi 



Digitized by VjOOQIC 



109 



'^PV^^^H^ D^MMsMb^t^^AM 4ttr ^M^mvmMam 



provide a pracUGia Jiiik^lOi^ffiat IdilM)^^ ^ xvBOoroB for ttafe and local 
govemments.^'^ Jn th« e^^fetsttiA flconoihic ordar^ th« eidatiiig netfirork of 
commuxiltv baft^ and fbcu^cd banks and new community aeveUmmaiit 
financial instimtlons wU] be Lmportant parti:i«F9 vsdth state and local 
govenunents in the idendflcatf on, allocation, and rbk management of a state's 
capital resources. But the most significant result will be a new structure in 
wnidi it will be in the interest of matitudonal investors to no lon^ remain 
isolated from the aToxmunity and the econamy at Urge. Tlie alliance with 
independent and isolated natiomal corponitions was successful under the old 
structure - Imt only because of that stnictmc. In the new structure it will be in 
the interest of instltutiort^d investors to work cooperatively with banks, and for 
banks to work cooperatively with state and local govemmenL 

Under the new economic model involving state government as one of the 
major economic dedsi<»t makets, resources wui have to be identified, 
objectives setf and strategies designed to achieve dioee objectives. One 
strategy that states have been usti^ is to establish critical clusters of 
enterjwises that can build on its existing strengths and resources. States %vill 
also be able to engage and direct available underutilized resources 
surrounding and OQinpleinenting key r^kmal coifporations. Because the state 
will be acdvdy involved in Ae economic Jife of the stat^ these now scattered 
resources can adiieve the power of large scale team work and coordination 
that had been reserved to die national oorj^rations. Even the large 
corporations will be better able to face gk>bal oonmetition; and will benefit 
from trading in their old isolation for a new alfiance. Because this new model Is 
premised on the idendficatian and integration of all resources in a community. 
It will increase divenrificatfam, provide overall risk reduction, and broaden 
economic competitum. State ffQvemtnents, in cooperation with state and 
community focused baj^, vmi:ptovide an o^all investment framework 
through wldch the €iiiie»AaM&^ din agahi;, make real contributions to 
economic growdu .' 

While tibe old econooaic system aggregi^M weal^ around its corporations, it 
also denied large segments of society a means to participate in wealth 
creation, the poverty of our cities is a major, but by no means exclusive 
example. PoUttcal attempts to address thb poverty have fsHed But todvr 
there is an opportunity to address this poverty because the opportunity is 
orighuitii^ frm eooiK»c inottves^ ami out of the economic sector And die 
change being sought is the: acdve participafion of our whole society in 
production. Ihis nmnt Qiat die morality plays .we enact need not be pinely 
governmental Instead, we can begin to reconnect otir sodety, and all its 
resources, as we move to adopt the eioonomic solutions necessary for fadng 
our new global competifors. 



^ SHUe go y en u na it i om aiiQ woikto aOtriaia a wwlragsi of boik*; viz., tlw dimiaatioii 
credit to oHiendM Mttfiy and aedU^ofttqr ftnat wten a taak fdb or federal twikiiig 

-■j«i„^— ^^immHm^t\iitJkt^m v^Aito^^ v^ltafc- mwkJ^ Mh^ ^^Imm^mI. slab 
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We will not longer engm in ttiodie oif orgtfdzetiOn that separate and 
segment; and we will oo^mget find it efowamlifally acceptable to isolate 
ei&er the Irosineea i«o44 or 1k§ hmtHF eitu. Instead we will look to 
teamwork, cooperation tt^ integration as we best means to increase 
competitkm. The term that mi^t best describe this new mode of oiganxzation 
is harmonizatioiu^^ While harmonization means an expanded scope it also 
means that primaiv economic activity will ksse its national focus. Economic 
activity will be le^teTnatty baaed. When the hew pernor kx>ks at New Jersey, 
she can no loiter afibrd to see poor dtlas stiich ai^Newark or Jersey Oty solely 
in terms of die Sft^y ^^^^Uf^^^ ofirgovej^mnent. When ^e current 
insurance oomm£tti<mei^7tiQ^ I^OkUlbi^ continue to see the 

economic potentiid of cities like Oaklimd and Los Angeles and continue to 
press insurance companies to make both dieir products and investment 
vehicles afibrdable and available to all te state's dtizens^2. Whitman and 
Garamendi both must view their jobs as managing the harmonization of 
resources available to them for producing wealth. California and New Jersey 
and oAer states with comparable undenitilized resources win be^ to see in 
themselves ttie resources and ttie ability to match the Singapores of die world 
in wealth and power.® 



^1 See Turner Charles Hampdeiv Tcnn ?etea. Jay JaikniMr, The Bounduies of Business: 
Conuneiiiuies from the Expoli^ Hvnmf Btotaiii Rtom»r p. 93 (gephmiber 1991X"As kmg <8 
we see the woifd (thiough our oki peiad^nri, -we Iiigdiy miM Ite 

meiuigBRiefit: to protect con^taim, but jitit Ioq^ enou^ to let diem build their capebility to 
compete world^ddes to provide govemnent directtoiir but Just enough to free prtvete oompenies 
to devdop; to coii^>ete fiercely but alio to ooopcnte doMly. The ultimate goal of all these 
activities is to create harmoi^, what tlie Japanese call ws. By harmonizing what Westerners 
see as contradictions, a Japanese manager functions muqh Uke a judo fi^^ler who uses an 
opponent's BBomentum a^ihist Ivm."). 

^ See John GafimendttHDestiiiionyBefoiete House of Rapr^ 

America, Insurance Industry Redlining Fradioes Hearing'^ Subcommittee on Cdnsumer Credit 
and Insurance, Committee on Banking, Finanoe and Urban Affairs, (April, 1993). In this 
feestim<wy, Gommis8i<w|r Canmendi, recommends tfie pstahlishment of an insuianoe company 
Omuminity Reinvestment Act, T- it seems to me that your MB would be furttier enhanced if 
you also borrowed a feature horn anoHier benUng law, ttie Omummity Reinvestment Act 
Insurance companies are amount the largest financial lnstitution(sl in the United Slates. 
Because of State regulation, they have escaped ftderal regulations wMch require banks to be 
good corporate citizens and invest in att communities. Insuianoe companies may not make direct 
loans like banka^ but they coukl purchase packages of bans to invest in targeted areas or 
direcdy invest in ttiese frees. TMs feature^ if added to your bill, could make capita] more 
available for rebuilding die oentnl dties and other distressed communities.*). 
^ Coii^>are Yeo, stipm at note 16 TA foreign ambasMdor paid a farewell call on me a few 
we^ ago. He gave me his views of Singapore wliidi are mostly fftvoraUe, but he ended by 
saying that otfier dties like KuaU Lunipur and Bangifiok are Gitdiiflg up. They too are buikli^ 
up tittir ports, airports and te te o o pMn un ication facilities.... I listened carefulty to what he said 
because he had no axe to grind. Of course he is right Our position is never secure. When I met 
ttie Mayor of Zhuhai CUy tliree months ago, he a^ced me Kow long it would take for Zhuhai to 
caidt up with Singapore. I dkl not know how to answer Mm. Zhultti is growing at 30 to 40 per 
cent every year. At that nte tfiey will catch up with Singapore in no time. In my heart, I 
ttwught yci^ you MTiU spiixit but we have every inleniion to slay ahead. Ctf oiurse, I could not 
say thst to Mm. So I g^ve a diplomatic ittiMcply* But it is mforr ying, ien't it? How can we be 
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A lot has been written about titti economic dimensions of the new global 
competition and the modes of organization which success depends; but 
almost nottiing has been written: about ftvB implication for ttie the American 
pc^tical system, bi ^BCt^as^^ we have dijieussed, tem^y commentary we h^^ 
about the impact of ttie ivw ishipe o^ttid gbbal economy is that economic 
success seems to come Wi^ flie loss of freedoms that Americans will be 
reluctant to surrender. This Wiite Fapjr Has tried to show tluit a reconnection 
of state and local M w ferrtfl jeijlitotf^ of their economic destiny is not 

foreign to our tradltieih. Wi0S/lr,4S^^^^0^^^ mean greater economic 

diversity and not litt^ an^^^^i^'^ui^i^ 1^ Qtmeentration, ms opening up of 
the economy will, in tunt/ ttueiih ttiidre cjbsipetition and greater economic 
freedoms for the entire populaticn. 

But this reconnection will have direct implications for die management of 
government as well It will mean Aat political ofBce will become mudi more 
ttian the narrow circumscribed job of administering police and Bre, roads and 
sewers, and die distribution of welfare and pohtical patronage. Resource 
management plamdng, and a new focus on investment will become oritical. 
State political leaden will be judged more' and more by ttieir ability to achieve 
economic success.^ Areas sudi as northern New Jersey and the Oakland-San 
Frandsco Bay Area in California, each with major seaports, international 
airports, majcnr rail hubs, world dass universities, and znajoor industries will not 
long suffer incompetent political leaders who can not transform this potential 
into economic prosperity* hi short, state governments, which are now playing 
critical econonuc leadership rdes, will need leaders able to nm the state like a 
business. States will require leadership that brings economic planning and 
coordination in the office as a primary oqective. 

The new global eponpmy will bring about transformations of not only our 
economy, but also our gove r nm ent And while tids tran^dnnation will evolve 
out of our own txaditicms and institutions it will not come about in obedience 
to either conservative or liberal ideologies. Conservatives fear that 
government planning will reduce long standing economic freedom. But the 
direction of global economic change is retfonat and tiie impact of state and 
local involvement for tiie purpose of oo^dinating a region's resources will 
mean a more open, diversified and fireer economy. These changes also have 
positive implication for our democratic traditions. Workers and entrepreneurs 
outside of the lax^ national corporations will have a much greater stake in 
government Democracy, whidi can become abstract and meaningless if 



sure that we win alwtsy^ be able Id stay ahead? We miut always k»k outwards. Whatever we 

do in Singapore mnit psM tfie test of Intanatkynal competftioiL. .")• 

^ Robert W. Homadiy, TUnU^g about eti irep i emwil dp: a fuzzy set appnwdv Jounul of 

Stmdl BtahuM Mmaigement (October, 1992) rCMion defined entrBpreneurship as ' . .. taking 

judgmental dedatoni about the oiordinatlon of tearoe reao ure eill. He made it dear that tfds 

definitioB can apply to a *pianiier in a iodaUal eoono m/ ' or a "Jsriest or a Ui^ in a tnuUtional 

sodetyTl."). 
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separated from tfa^goaly^i^piaii^^ Ukft general welfare will again be as 
important as it was finieir#e ibiig^ a nevobition over it 

Today the American economy is stiQ a national economy; it still revolves 
around national corporations. These national corporations became 
international giants, many with operating budgets larger man roost nations in 
^Me world. And for mudi of this century we have dealt with the work economy 
through ^ese cbrporailons. In tide period, our entire economic system 
gradually transfdmied Itself to revolve a«oun4 and to depend upon tfiese 
Gorporatfotis. Smteitod j0cliU gp^rier^^ 

pnKluctive^^capa4flf| glaisi^ ,^ut ^^bal competition has brought 

about rapid duu^ in im Wi noiw recognize that corporations 

exist merely to flS organizatlonai and coordination needs for society. They 
bring together the individual skills, efforts and knowledge. But corporations 
are primarily an organized oombini^ion of capital While our financial system, 
induding the preeminent role of institutional investors, supplied our national 
corporamms with all the capital they required, much of die economic potential 
of our states and regions found it increasingly difficult to obtain capital. 
Because of this our states and dties began to undertake what has amounted 
an American economic revolution. Am^nca has reinvested itself, and found its 
own way to compete widi the keiretsu, ^e "sodeties of business" centered 
around Japanese banks, and odier foreign forins of cooperative economics. 
The way is the recbnnection of our state and local democratic institutions to 
our economy. The Governors have begun to pull out their corporate charters. 
Insurance Commissioners have no less a responsibility. 

We did not need to reinvent the House of Morgan. Our large corporations 
who would have been ttie benefidaries of such an institutional change are not 
in need of stable finandng. But our small institutions are in need of stable 
financing. Our economic commimi^ also needs to be able to provide support 
services to small butoels in much the same Way ^t a large corporation gains 
efBdendes by prpVidjthg those serviceis to its many departments and 
subsidiaries. Similarly, 9ie economic community broadly conceived, also 
needs other capabilities inherent in large corporations. For example, the total 
economic commimity niseds to fund individual projects and operations based 
on the benefits promed to the total oisanization, and the expected benefits 
over time, even if tills cjpiarter's earning do not show a profit These functions 
will be provided by government; but m dynamic of the gfobal economy will 
move government doser to fiie people, and to the particular economic 
strengra and goals of states, dties and regions. The NAk: can and must play 
a pivotal role m recbnnedhig good government policy with good economic 
policy; utilizing the appropriate tools^ and establishing the appropriate 



^ Soine of which went offiefed by Robert A. 8«ilfiy,MkhigwiI^^ 
his "alteniate draft of the NAIC Modd Invesliiiait Uw", dalied DeoeDiber 6, 1993, in wfaidi he 
slated, "... These otfwr legulatoiy tools ere lisied bdow. Any effort to devdop a Model 
Investment Law mutt occur wilMn the context of exisiing tools related to the same subject and 
inust not allow die difficdt^ of coofdinating the use of diaa«tion among the sevend states ai^ 
the NAIC lo suppress the riial use of discretion.' The tools listed by Mr. Bailey wen 
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standards to yield • ]«VK|:of cxmfidtn^ |o the regulator while giving the 
insurance conqMny i&VeatBlint ii||aia«ir ^le difaelidn necessary to obtadn an 
ecxmamicaUy sound divet!tt8^p9«tfo&a 



regulatory mtduoUsaif tlrMdy developed or cuncndy under devetopment by die NAIC and 
induded: Lile/Hoddi and Property/CMiaily lUsk Bund Capitia; Afltet Valuation R^^ 
CAVR) and InicreBt Maintenanee Reaerv* OMR); Codification of NAIC Statutoiy Accoundng 
VHxkdp^mf Valuation Actuary Opiniona/CaBh How TeaiiQg; DUS Ratios; Augmented Asset 
Reporting Requiicmmie; FAS8 11% and te Modd Holdfa« CbBipany Uw. 
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TF^TTKrONYTN SUPPORT OF H*R-3298 (PrnficylyRdncnriiiioeForUndenecved Axeas) 



My naflie is Ctiy Gheidia. lamdieeiecativevicepcesideflitof Gninderl 
Company. IMvepenaziaQy maaa^Ousader'suDdecwridiigfbreadiQft^ 

Crasader is a piMidy-owaed, sto dc com ply wbScb. tpmtilhM in jitoperty and casoalQr 
insaxincc ibr biisiftBSKiS. Usiil toocssiy, we oyadted ooty in. CtHfanuL 

Of Cnisada's 10,000 buaaess ciistt>men, we provide aflb^^ 
Cfvcr 2,000 of Las Angeles' inner city bosioMMS. Our onmpBiqr provides more iasar 
sovice Id iimer-city xnondiants tlian does toy odkr rompwiy in me worid, idative to 
size. Tlic vast mygjty of CMifocttia's inner ci^ agents, twohera, end iwrnhsi^ 



fc miyonty of GaBfonia's inner city agents, I 
win cooiinnlliitwBlia^ebfittmetpially-flctivieiiieiii)^ 
conuneree since die diqr we started Imsincss nine ycao ago. 

Our underwnting support of inBer<iQr (ids liad aiwaprs been profitable - Oat h 
undl tbe 1992 ciTU unrest AsatesimofouriimerHalysmpoEt, wesostaoied 
hKinsi IhMu dail ttuiciit wlkich tburcateoed oarfZoancid sutvfval and depbied uwre Uurn 
ooe-lialf of our total assets. 

AMkio^ wc are sdfl cointnittfld to hflfaing our canent aad firture ccstPintts in lliese 
underser^ed aieas, we are also bound 6y eujnuniic cuiaaiainis and ty a do^ 
and serve oar policylioldas and our public ownexsbip. 

Qeaeranv, tbe poipose of insmance is to spread the ride (tf^ loss so tbat aiy ^ 
loss, SQca as a ciWl dismxbance, will AQC disfupi our IndtvUnal or coO^ 
ecoDOQiy. Before 1992, Crasader effective spread the risk of sudi civil disbnbances 
ttuougbt&epurcbaseofreiosuiance. Oywevo; die 1992 (BStmbtnoe was die laost 
costiy m our Na tion' s bistoiy and was di clai:ga5t intenDso fboiftyQgn ^>liic extent 
and of iinanoai tinpact, As a result, tfae leouued amount of remsmaiice for our same 
inueT'City piopeiLy rids had iuaeased five ibid. 

ItisimpossibfeforustDSpreadsomiidiraoreri^ Therefoie, weseeooWtwo, 

e^nafly gaaitiactbe, alteniadves: (1) dnol^ 

dor custDOKcs or (2) impose huge late iocreises oo our imier-ciiy cuskmiefs. 

Our inner-dty customas have few ottier ch oi ces . ReoojpuasistbatdiBsecusttxnas 
have historicafW been nndengved by tbe private-sector msunmceindMtiy, most 
stale laws provMe them some fonn of FAIR pbmassislafiCT (aka: *Fdr Access to 
iQSDrBnceRe^uremcDts'*). Howeiner^raafisUcsuppoftaodinmrovementofinnercity 
coamerce canonfy be adneved wi d>adrwBr se ,i>onm taiy mai fctpl« ce> that is» a 
iiiaiirtplarc fiDom whidi afifocddde piupeuy JnimAiirr can be [ainliased 
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IlicsB ftcis were zeoognized b^ Coogness in 1SMS8 with tl» ettd>^^ 
TQsannwDevdopaMatPI&B. HJL 3298 woBMresPrett at^toao d grovife tfie 
jiiBCtMiiisiiiof ffittaniil JHDCfltiiyeiicedBdtodgvttopaiidtofliindiiiiadnfccK. 
yoloattiy ttadoBitiddco Itom wliidi iiu^^ 



^lflioBtsn(AlMislativeaig5istaiinr>,Ibdie^ 

bogMwec, wiabefbre<douitifttie img< i^^m » 

ottcrwne Httradivie. With sadi kgislifioii tad tlift afibiifaMe teJasBPiiOft St* oflEgi» 

tm wm be abte to ca^aod iiBa<iiy opeoBicxis, as viE iiw^ odK^ 

Ir^greciDreixittiittinuj, oiostfylBS^ hBimnfy. ccwuwiiics hiwe not siyportad 

" ltd fcc the welfare of obt iDiicf"Ci^ uHHiiimtfliet, grfcflecBg fBg tint ^eir 
r coiBpeiibn, sodi IS GcBSKler, will be nooesfiiL 

Ffeaae lealias ilni GoQgres is oootideriqg TfM^ 



wiikhdajiQtittcliMfe losses cniedlnf cm distiRbi^ Sndi pnfKmis tpped mosihr 
toii^IiMBiDoeoQBiMaies. NiaDeflidess»thepDoUBaBsad(beBsedbyffaese8raposd& 
aeaot»vitilislhD»eooiiDii«pp<>ieiigofoigiiiier-<ayc ^^ wioo 

oftctt liicve aie iriBi oeeds or oar liiDer<i^ o(x^^ 
trtviri fMJDbicBis sad dssiies of Itq^ ius uiiflce coiiipii»ies- Hie an 
IIP Moc IS ibie p JBBidle elBxis ofcivil dislii i b ii ioBS as iDort 
sMe tobrnffl eaitBild isMlBg. ffcooecesslsl»«ldk)»eilherflraUB 
(nsc address tliit of onrciiifiBsafAo are in ibefMorecfiiie iioed or bc^, 




ldycoggaiqr«rtafe wotlier sBMdl<« aip e n ie s ,i^^ 
fiau'iaenewrMttiri^ hswe nnd&wriuen giiier<i^ riAs far awiy yeep, end at 
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